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Preface 
Applicability 
This audit and accounting guide has been prepared to assist independent 
auditors in auditing and reporting on financial statements of investment 
companies. The guide describes operating conditions and auditing procedures 
unique to the industry and illustrates the form and content of investment 
company financial statements and related disclosures. Chapter 1 discusses the 
kinds of companies considered to be investment companies and to which the 
procedures in this guide apply. 
Because many investment companies are subject to regulation under the 
Investment Company Act of 1940, rules under that Act are discussed exten-
sively in this guide. However, the rules, regulations, practices, and procedures 
of the investment company industry have changed frequently and extensively 
in recent years. The independent auditor should keep abreast of those changes 
as they occur. 
Changes in Accounting and Reporting Practices 
Some of the recommended accounting and reporting practices in this guide 
differ from practices currently followed by investment companies. Following 
are summaries of the recommendations that differ significantly from current 
accounting and reporting practices: 
• Tax-free business combinations of investment companies should be 
accounted for by a single method as described in chapter 8. Until now, 
two methods, the purchase method and the continuing entity (pooling) 
method, were used to account for business combinations of investment 
companies. Those methods should no longer be used. 
• The illustrative financial statements have been modified to reflect 
some of the requirements of the SEC's revision of Regulation S-X. The 
most notable change is the adoption of an all-inclusive statement of 
operations. Though that statement represents current industry prac-
tice, it differs from the statement illustrated in the 1973 guide. 
• Dividends declared on short securities should be treated as an ex-
pense, not as a reduction in investment income. 
• The wording of the independent auditor's report has been revised for 
various matters, including a clarification of the wording in an auditor's 
report that is modified because of an uncertainty as to the values of 
portfolio securities. 
Although this guide suggests certain audit procedures, it does not include 
detailed audit programs or internal control questionnaires. The guide does not 
describe all auditing procedures necessary to perform an audit in accordance 
with generally accepted auditing standards; it is only a guide in determining 
the scope of the work for each individual audit. It is not intended to limit or 
supplant individual judgment, initiative, imagination, or vigilance. Programs 
for each audit should be designed to meet its particular requirements, consid-
ering the size and kind of organization and the adequacy of internal control. 
Those matters should be determined only by the exercise of professional 
judgment based on particular circumstances. 
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Implementation 
The effect of accounting changes caused by implementing this audit guide, 
notably the change in accounting for business combinations, should be applied 
prospectively. 
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Chapter 1 
The Investment Company Industry 
1.01 An investment company, as used in this guide, generally is an entity 
that pools shareholders' funds to provide the shareholders with professional 
investment management.1 Typically, an investment company sells its capital 
shares to the public, invests the proceeds—mostly in securities—to achieve its 
investment objectives, and distributes to its shareholders the net income and 
net gains realized on the sale of its investments. 
1.02 The investment company industry is highly specialized, intensely 
competitive, and subject to specific governmental regulation, special tax treat-
ment, and public scrutiny. Accordingly, before starting an engagement to audit 
an investment company's financial statements, an auditor should become 
familiar with the entity's business, its organization, and its operating charac-
teristics, as well as with the industry's terminology, legislation, and regulation. 
Types of Investment Companies 
1.03 Several types of investment companies exist: management invest-
ment companies, unit investment trusts, collective trust funds, investment 
partnerships, certain separate accounts of life insurance companies, and off-
shore funds. Management investment companies may be open-end funds, 
usually known as mutual funds, closed-end funds, special purpose funds, 
venture capital investment companies, small business investment companies 
(SBICs), and business development companies (BDCs). Investment companies 
are organized as corporations (in the case of mutual funds, under the laws of 
the minority of states that authorize the issuance of common shares redeem-
able on demand of individual shareholders), common law trusts (sometimes 
called business or Massachusetts trusts), limited partnerships, and other more 
specialized entities, such as separate accounts of insurance companies that are 
not in themselves entities at all except in the technical conception of the 
Investment Company Act of 1940 (the 1940 Act). 
1.04 The accounting principles and auditing procedures discussed in this 
guide generally apply to all investment companies, though the guide has been 
written primarily for auditors of mutual funds and closed-end companies 
registered with the Securities and Exchange Commission (SEC) under the 
1940 Act. Such companies are the most common forms of investment compa-
nies and are required to follow many regulations prescribed by the SEC. 
1.05 Though many aspects of venture capital investment companies, 
including SBICs and BDCs, differ from aspects of other types of investment 
companies, the provisions of this guide generally apply. (Venture capital 
investment companies are discussed in appendix A.) 
1.06 Investment companies discussed in this guide are required to report 
their investment assets at value and have the following attributes:2 
1 In this guide, the term investment company refers to an entity with the attributes described in 
this chapter. It is not used to conform with the legal definition of an investment company in the 
federal securities laws. 
2 This guide does not apply to real estate investment trusts, which have some of the attributes 
of investment companies but are covered by other generally accepted accounting principles. 
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a. Investment activity. The investment company's primary business 
activity involves investing its assets, usually in the securities of other 
entities not under common management, for current income, appre-
ciation, or both. 
b. Unit ownership. Ownership in the investment company is repre-
sented by units of investments, such as shares of stock or partnership 
interests, to which proportionate shares of net assets can be attrib-
uted. 
c. Pooling of funds. The funds of the investment company's owners are 
pooled to avail owners of professional investment management. 
d. Reporting entity. The investment company is the primary reporting 
entity. 
History 
1.07 The concept of investment companies originated in England in 1868 
with the formation of the Foreign and Colonial Government Trust. Its purpose 
was to provide investors of moderate means with the same advantages as those 
of more affluent investors—that is, to diminish the risks by spreading invest-
ments over a number of different securities. Massachusetts Investors Trust, 
the first mutual fund, was organized in 1924. Small business investment 
companies started to be formed after the Small Business Investment Act of 
1958 (the 1958 Act) was enacted. 
1.08 The investment company industry has changed considerably since 
its origin and has attracted insurance companies, conglomerates, banks, and 
others as sponsors to perform advisory or distribution services. Initially, the 
industry was characterized by one-or two-person managements, relatively 
simple investment techniques, and rudimentary sales practices. Today, invest-
ment techniques are more sophisticated, and selling practices are more crea-
tive and aggressive. For example, the 1970s saw the advent of tax-exempt and 
money market funds, both of which necessitated new investment expertise and 
increasingly sophisticated data processing capability. In addition, funds re-
ferred to as series funds have become more common. Originally developed as 
an efficient method of registration, series funds are now also viewed as a new 
type of investment program for shareholders. 
1.09 At the request of the SEC, the securities industry, including the 
investment company industry, has often been subject to intensive review. 
Notable reports emanating from those efforts include A Study of Mutual Funds 
(Wharton School Report, 1962), Public Policy Implications of Investment Com-
pany Growth (1966), Wheat Report (1960), and Policy Statement on Future 
Structure of the Securities Markets (1972). 
Definition and Classification 
1.10 The term mutual fund is the popular name for an open-end manage-
ment investment company as defined in the 1940 Act. An open-end company is 
ready to redeem its outstanding shares, based on net asset value, at any time. 
Shares of an open-end company normally are not traded. Most open-end 
companies offer their shares for sale to the public continuously, though they 
are not required to do so. The price at which the shares of most mutual funds 
are sold is derived from each fund's net assets stated at value, divided by the 
number of shares outstanding; the resulting per share net asset value may be 
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increased by a sales charge, called a load, that provides commissions to the 
underwriter and dealer. Funds whose shares are sold at net asset value with 
no sales charge are known as no-load funds. Some funds may charge fees when 
shares are redeemed, but generally shares are redeemed at net asset value. 
1.11 A closed-end management investment company is not ready to re-
deem its outstanding capital shares at any time but may offer shares to the 
public at its discretion. However, shareholders of many, though not all, such 
companies may reinvest dividends in additional shares. Its outstanding shares 
are traded on the open market at prices that may differ from net asset value 
per share, though market prices are influenced by net asset value per share 
(investments are valued like those of mutual funds), which is regularly re-
ported in financial publications. 
1.12 Investment companies are classified as diversified or nondiversified 
and grouped according to their primary investment objectives, for example, 
income, growth, balanced, money market, or tax-exempt investment compa-
nies, or combinations of those groups.3 The types of investments made by those 
funds reflect their stated objectives. For example, growth funds invest almost 
exclusively in securities with appreciation potential, whereas money market 
funds invest solely in money market instruments. Shareholder approval is 
required for an investment company registered as diversified to become nondi-
versified but not for a company registered as nondiversified to become diversi-
fied. If a nondiversified company operates as a diversified company, it may 
change back to a nondiversified company within three years of the change to a 
diversified company without shareholder approval, provided that its registra-
tion statement has not been amended. 
1.13 Closed-end investment companies include venture capital invest-
ment companies, such as SBICs and BDCs. A venture capital investment 
company is a closed-end company whose primary investment objective is 
capital growth and whose capital is invested at above-average risk to form or 
develop companies with new ideas, products, or processes. An SBIC is an entity 
that provides equity capital, long-term loans, or both to small businesses; is 
licensed by the Small Business Administration under the 1958 Act; and may 
also be registered under the 1940 Act or be a subsidiary of a 1940 Act company. 
It may obtain financing from the federal government in the form of subordi-
nated debentures based on the amount of its equity capital and the amount of 
its funds invested in venture-type investments. 
1.14 A unit investment trust is an investment company organized under 
a trust indenture or similar instrument. It has no board of directors and issues 
only redeemable units, each representing an undivided interest in a group of 
securities (such as corporate debentures or municipal debt) or in a unit of 
specified securities or securities of a single issuer (such as shares of a particu-
lar mutual fund). Unit investment trusts that provide a formal method of 
accumulating mutual fund shares under a periodic payment plan or a single 
payment plan are commonly known as contractual plans. Chapter 6 discusses 
those plans. 
Organizations Providing Services to 
Investment Companies 
1.15 Most mutual funds and many closed-end investment companies have 
no employees. Portfolio management, sales of shares, administration, record 
3 Section 5(b) of the Investment Company Act of 1940 (the 1940 Act). 
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keeping, and custodianship are the significant activities required by such 
funds and companies. They generally are performed by organizations other 
than the investment company: an investment adviser (manager), a principal 
underwriter (distributor), a custodian, a record-keeping agent, and a transfer 
agent. The distributor is usually a separate division or subsidiary company of 
the manager. The use of agents to perform accounting or other administrative 
functions does not relieve the investment company's officers and directors of 
the responsibility for overseeing the maintenance and reliability of accounting 
records and the fairness of financial reports. 
The Manager 
1.16 The manager generally provides investment advice, research serv-
ices, and certain administrative services under a contract, commonly referred 
to as the investment advisory agreement, that provides for an annual fee, 
which is usually based on a specified percentage of average net assets. The fee 
schedules of most contracts provide for a reduced percentage rate on net assets 
in excess of specified amounts. Other contracts have performance fee schedules 
that provide for a basic fee percentage plus a bonus, or less a penalty, if the 
fund's performance exceeds or fails to exceed changes in a market index 
specified in the investment advisory agreement. If a performance fee schedule 
is used, the potential bonus for performance better than the index must be 
matched by an equivalent potential penalty for poor performance.4 Sometimes, 
the advisory fee may be based wholly or partly on the investment income 
earned by the fund. 
1.17 The investment advisory agreement must be approved by a majority 
of the directors who are not interested persons, as defined by the 1940 Act, and 
by a vote of a majority of the fund's outstanding shares. Continuation of the 
contract beyond two years requires annual approval, cast in person (usually 
conceding to mean face to face, not by telephone), (a) by a vote of the board of 
directors or of a majority of the outstanding shares and (b) by a vote of directors 
who are not interested persons.5 A fund's total expenses may be limited to a 
certain percentage of average net assets under the contract's specific provi-
sions, or they may be limited under the statutes of the various state securities 
regulations (Blue Sky laws). 
The Distributor 
1.18 The distributor acts as an agent or a principal and sells the fund's 
shares as a wholesaler through independent dealers or as a retailer through its 
own sales network. Shares are sold at net asset value, and often a sales charge 
(load) is added for the underwriters' and dealers' commissions. The amount of 
that sales charge is regulated by the National Association of Securities Dealers 
(NASD). Additionally, rule 22d-l of the 1940 Act permits funds to set variable 
sedes charges. A no-load fund may or may not have a distributor. 
1.19 Requirements for approval of a distributor's contract by the fund's 
board of directors are similar to those described for the investment adviser, and 
if there is board approval, shareholder approval is not required. Sometimes 
funds adopt distribution plans under rule 12b-1; these plans allow the use of 
fund assets to pay for distribution expenses. One of the special requirements 
of that rule is that members of the board of directors who are not interested 
persons, as defined, must approve the plan each year. 
4 SEC Release No. 7484 under the 1940 Act. 
5 Sections 2(a)(19), 15(a), and 15(c) of the 1940 Act. 
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The Custodian 
1.20 Custody of the company's cash and portfolio securities is usually 
entrusted to a bank or, less frequently, to a member of a national securities 
exchange, which is responsible for their receipt, delivery, and safekeeping. 
Custody arrangements and the auditor's responsibilities are discussed in 
detail in chapter 2. 
The Transfer Agent 
1.21 The fund's transfer agent, which may be a bank or a private com-
pany, issues, transfers, redeems, and accounts for the fund's capital shares. 
Sometimes the manager, distributor, or other related party performs those 
functions. Section 17A of the Securities Exchange Act of 1934 requires certain 
transfer agents to register with the SEC and prescribes standards of perform-
ance concerning their duties. 
Regulation 
1.22 Generally, an investment company is required to register with the 
SEC under the 1940 Act6 if one of the following is true: 
а. Its outstanding securities, other than short-term paper, are benefi-
cially owned by more than 100 persons (including the number of 
beneficial security holders of a company owning 10 percent or more 
of the voting securities of the investment company). 
b. It is offering or proposing to offer its securities to the public. 
The Division of Investment Management of the SEC is responsible for review-
ing such registrations. The investment company's shares are also registered 
under the Securities Act of 1933 (the 1933 Act) and with various state securities 
commissions before being offered for sale to the public. After registering with 
the SEC under the 1940 Act or under both acts, the company must report 
periodically to its shareholders and to the SEC. Accordingly, auditors of 
investment companies should be familiar with the following acts: 
a. The Securities Act of 1933, often referred to as the disclosure act, 
regulates the contents of prospectuses and similar documents and is 
intended to assure that potential investors receive adequate infor-
mation to make reasonably informed investment decisions. 
b. The Securities Exchange Act of 1934 (the 1934 Act) regulates secu-
rities brokers and dealers, stock exchanges, and the trading of 
securities in the securities markets. The principal underwriter of the 
fund's shares, often referred to as the distributor, must register as a 
broker-dealer under the 1934 Act. The 1934 Act also governs disclo-
sures in proxy materials used to solicit the votes of shareholders of 
an investment company, as does the 1940 Act. If the fund's transfer 
agent is not a bank, it should be registered under the 1934 Act. 
c. The Investment Company Act of 1940 regulates the investment 
company industry and provides rules and regulations that govern 
the fiduciary duties and other responsibilities of an investment 
company's management. Business development companies also reg-
ister under this act. 
6 Otherwise, the company is exempted from registration by section 3(c)(1) of the 1940 Act. 
A A G - I N V 1 . 2 2 
6 Investment Companies 
d. The Investment Advisers Act of 1940 requires persons paid to render 
investment advice to individuals or institutions, including invest-
ment companies, to register, and regulates their conduct and con-
tracts. 
e. The Small Business Investment Act of 1958 authorizes the Small 
Business Administration to provide government funds under regu-
lated conditions to small business investment companies licensed 
under this act. 
f. The Small Business Incentive Act of 1980 amended the 1940 Act by, 
among other things, allowing certain closed-end companies to elect 
to be regulated as business development companies under the some-
what less rigorous sections 54 through 65 of the 1940 Act. 
1.23 The federal securities laws are supplemented by formal rules and 
regulations; the SEC also issues a variety of other releases and statements, 
including its financial reporting releases and releases under the 1933, 1934, and 
1940 Acts and the Investment Advisers Act of 1940. Many apply to the invest-
ment company industry. The auditor should be familiar with them and with the 
SEC registration and reporting forms. The forms illustrate the kind of informa-
tion that must be made available to the public, the restrictions imposed on 
operations, the most applicable statutory provisions, and the statistics that 
should be accumulated and maintained. The forms include the following: 
• Form N-8A, the notification of registration under the 1940 Act, dis-
closes the company's name and address and certain other general 
information. An investment company is registered under the 1940 Act 
after it has filed the form, which is brief, and is then subject to all of 
the Act's requirements and standards. The information in the form 
need not be audited. 
• Form N-1A, the registration statement of management investment 
companies under the 1940 and the 1933 Acts, describes in detail the 
company's objectives, policies, management, investment restrictions, 
and similar matters. The initial filing of Form N-1A generally requires 
audited financial statements, which typically are limited to a "seed 
money" balance sheet. In September 1983, Form N-1A replaced Form 
N-1 for use by open-end management investment companies other 
than registered separate accounts of insurance companies (which use 
Form N-3 or N-4) and small business investment companies (which 
use Form N-5). (Form N-2 is the comparable registration statement 
for closed-end management investment companies.) The subsequent 
filing of posteffective amendments to the registration statement on 
Form N-1A is discussed in paragraph 1.24. 
• Form N-SAR, a reporting form used for semiannual and annual 
reports by all registered investment companies that have filed a 
registration statement that has become effective pursuant to the 
Securities Act of 1933, is divided into four sections; only certain 
investment companies need to complete each section. The sections 
pertain to open-end and closed-end management investment compa-
nies, small business investment companies, or unit investment trusts. 
The report provides current information and demonstrates compliance 
with the 1940 Act. The annual report filed by a management invest-
ment company must be accompanied by a report on the company's 
internal control from its independent public accountant. 
• Form 13F, a quarterly securities inventory of an institutional invest-
ment manager (including an investment company) that has either in-
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vestment discretion or voting power over more than $100 million in 
listed or NASDAQ-quoted equity securities, is usually filed in compos-
ite form in the case of an investment adviser of multiple clients, including 
the combined holdings of investment companies and other clients. 
• Schedule 13G and annual amendments, as of each December 31, to be 
filed by the following February 14, concern possession of either invest-
ment discretion or voting power over more than 5 percent of a class of 
equity securities of a publicly owned company, provided that the 
interests were acquired in the ordinary course and not with the 
purpose or effect of influencing control; if the proviso is inapplicable, 
disclosures of changes in holdings must be made promptly on Schedule 
13D. Such reports are usually filed in composite form in the case of an 
investment adviser of multiple clients, including the combined hold-
ings of investment companies and other clients. 
• Form N-3 is the registration statement for variable annuity separate 
accounts registered as management investment companies under the 
1940 Act and the Securities Act of 1933. It contains information and 
financial statements similar to the type required by Form N-1A, as 
well as information about the insurance contract and the sponsoring 
insurance company, including financial statements of the sponsor. 
• Form N-4 is the registration statement for variable annuity separate 
accounts registered as unit investment trusts under the 1940 Act and 
the Securities Act of 1933. It contains information and financial 
statements similar to the type required by Form N-1A, as well as 
information about the insurance contract and the sponsoring insur-
ance company, including financial statements of the sponsor. 
• Form N-1 is the registration statement for variable life insurance 
separate accounts registered as management investment companies 
under the 1940 Act and the Securities Act of 1933. 
• Forms N-8B-2 and S-6 are the forms for variable life insurance sepa-
rate accounts registered as unit investment trusts, and at the present 
time for all other unit investment trusts except those registered on 
Form N-4 under the 1940 Act and the Securities Act of 1933.7 
• Form N-5, the registration statement for SBICs, which are also li-
censed under the Small Business Investment Act of 1958, is a dual-
purpose form registering an SBIC under both the 1933 Act and the 
1940 Act. It contains the same type of information and audited finan-
cial statements as required by Forms N-1A and N-2 for management 
investment companies. 
• Form N-14 is the statement for registration of securities issued by 
investment companies in business combination transactions under the 
1933 Act. It contains information about the companies involved in the 
transaction and historical pro forma financial statements. Forms 
N-8B-2 and S-6 apply only to unit investment trusts. Other forms 
apply to special situations. 
1.24 Information in a currently effective prospectus must be updated for 
significant events that have occurred since the effective date. Prospectuses of 
mutual funds offering their shares for sale generally are updated at least 
annually. Posteffective amendments on Form N-1A, including updated audited 
7 Under the SEC's May 14, 1985 proposal, release 33-6580, Forms S-6 and N-8B-2 for registra-
tion of unit investment trusts (other than variable life insurance separate accounts) under the 1933 
Act and the 1940 Act would be replaced by Form N-7. Form S-6 would continue to apply to flexible 
premium variable life insurance or universal life insurance separate accounts. 
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financial statements, must be filed and become effective under the 1933 and 
1940 Acts within sixteen months after the end of the period covered by the 
previous audited financial statements if the fund is to continue offering its 
shares. In addition, based on undertakings agreed to with the SEC, newly 
registered investment companies update financial statements included in the 
initial registration statement by filing a posteffective amendment within four 
to six months after the date of the registration statement. 
1.25 Registration statements and reports filed by open-end and closed-
end companies (other than SBICs) on various forms include condensed finan-
cial information (usually for the preceding ten years), as described in the 
instructions to Form N-1A. 
1.26 The form and content of financial statements required in registra-
tion statements are governed by Regulation S-X, article 6, which deals specifi-
cally with investment companies. (SBICs are covered in article 5.) 
Stockholder Reporting 
1.27 The 1940 Act and the related rules and regulations specify the 
financial statements and the timing of reports required to be submitted to 
stockholders and to the SEC.8 Reports containing those financial statements 
must be submitted to stockholders and to the SEC at least semiannually; 
annual reports must contain audited financial statements. The reports con-
tain— 
• A statement of assets and liabilities and a detailed schedule of invest-
ments or a statement of net assets. 
• A statement of operations. 
• A statement of changes in net assets. 
• A schedule of selected per share data. 
Financial statements for management investment companies are discussed 
and illustrated in chapter 5. 
Accounting Rules and Policies 
1.28 Rules under the 1940 Act prescribe the accounting records that an 
investment company must maintain and the periods for which they must be 
retained.9 Those rules require maintenance of journals, general and subsidiary 
ledgers, and memorandum records, which are subject to examination by repre-
sentatives of the SEC during periodic and special examinations. 
1.29 The accounting policies followed by an investment company result 
from the company's role as a conduit for the funds of investors interested in 
investing as a group. The policies are influenced by the rules and regulations 
issued under the various acts administered by the SEC and the Small Business 
Administration, and by the Internal Revenue Code's specific provisions relat-
ing to investment companies. Some of the unique policies are described below 
and in more detail in the following chapters. 
Valuation of Securities 
1.30 Values and changes in values of securities held by investment com-
panies are as important to investors as the investment income earned. Invest-
ment companies, therefore, report securities at quoted market prices or, in the 
absence of quoted prices, at amounts representing estimates of fair values 
using methods determined in good faith by the directors. 
8 Rules under section 30(d) of the 1940 Act. 
9 Rules under section 31 of the 1940 Act. 
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Effective Date of Transactions 
1.31 The established practice in accounting for security purchases and 
sales is to record transactions as of the trade date, the date on which the 
company agrees to purchase or sell the securities, so that the effects of all 
securities trades entered into by or for the account of the investment company 
to the date of a financial report are included in the financial report.10 Invest-
ment companies record dividend income on the ex-dividend date, not on the 
later record or payable date, because on the ex-dividend date the quoted 
market price of listed and other market-traded securities tends to be affected 
by the exclusion of the dividend declared. Also, investment companies record 
liabilities for dividends to shareholders on the ex-dividend or ex-distribution 
date, not on the declaration date as other corporations do, because mutual fund 
shares are purchased and redeemed at prices equal to or based on net asset 
value. Investors purchasing shares between the declaration and ex-dividend 
dates are entitled to receive the dividend, whereas investors purchasing shares 
on or after the ex-dividend date are not entitled to the dividend. 
Equalization 
1.32 Certain open-end investment companies use the accounting practice 
of equalization, which is unique to their industry. The practice was adopted in 
the 1930s to try to keep the continuing shareholders' interest in undistributed 
income from being affected by changes in the number of shares outstanding by 
applying a portion of the proceeds from sales and costs of repurchases of capital 
shares to undistributed income. 
1.33 The equalization theory states that the net asset value of each share 
of capital stock sold or repurchased comprises the par value of the stock, 
undistributed income, and paid-in and other surplus. When shares are sold or 
repurchased, the investment company calculates the amount of undistributed 
income available for distribution to its shareholders and, based on the number 
of shares outstanding, determines the amount associated with each share. The 
per share amount so determined is credited to the equalization account when 
shares are sold and is charged to the equalization account when shares are 
repurchased. 
1.34 The following is an example of equalization. An investment company 
has 1 million shares outstanding and net assets of $7,500,000, including 
$500,000 of undistributed income. The investment company receives $7.50 for 
each share sold and accounts for those proceeds by crediting $7.00 to capital 
stock and paid-in surplus, and $0.50 to the equalization account ($500,000 of 
undistributed income divided by 1 million shares). For shares repurchased on 
that date, the same amounts are charged to the equalization, capital stock, and 
paid-in surplus accounts. Accordingly, regardless of the volume of shares sold 
or repurchased, equalization permits each share of capital stock to retain the 
same per share amount of undistributed income that it earned or acquired. 
1.35 Conversely, if equalization is not applied, each shareholder's per 
share equity in undistributed income fluctuates as the number of shares 
outstanding increases or decreases. Using the same illustration, the per share 
equity in undistributed income would fall from $0.50 to $0.40 if 250,000 
additional shares of capital stock were sold or would increase to $0.55 if 100,000 
shares were repurchased. Conceptually, the excess of equalization credits over 
10 Rule 2a-4 of the 1940 Act. 
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debits should be distributed to shareholders; as a practiced matter, it is 
frequently not done. Equalization accounting does not significantly affect the 
amount of undistributed income unless the investment company experiences 
significant changes in outstanding shares and does not consider equalization 
when determining its distributions to shareholders. 
1.36 Equalization of accumulated net investment losses, accumulated 
unrealized gains or losses, or undistributed realized gains or losses from 
securities transactions is not a generally accepted practice. Equalization of 
accumulated net investment losses does not affect the amount of income to be 
distributed for tax purposes, and may create a meaningless balance in the 
undistributed income account. Similarly, equalization of realized or unrealized 
gains would create meaningless balances because such gains might not, in fact, 
be distributed. (Chapter 4 discusses the tax aspects of equalization.) 
Taxes 
1.37 No provision for federal income taxes is required for investment 
companies that qualify under subchapter M of the Internal Revenue Code and 
that distribute all their investment company taxable income and taxable 
realized gains from securities transactions. If such companies do not distribute 
realized long-term gains on securities transactions but elect to pay the federal 
income tax on such gains for their shareholders, the liability and the related 
deemed distribution are recorded at the end of the last day of the investment 
company's taxable year (not earlier), because only shareholders of record at 
that date are entitled to the credit for taxes paid on their behalf by the 
investment company.11 
1.38 State, local, and foreign taxes, if payable, are reported on the accrual 
basis, including deferred state, local, and foreign taxes on the unrealized 
appreciation or depreciation of investments if material to net assets.12 
1.39 If a company does not qualify under subchapter M of the Internal 
Revenue Code, a provision for deferred federal income taxes on unrealized 
appreciation (or depreciation) of investments is ordinarily required in addition 
to federal income taxes on net investment income and realized gains or losses 
on investments. Taxes are discussed in more detail in chapter 4. 
Other Rules 
1.40 The 1934 Act specifies the records that must be maintained by the 
principal underwriter for the fund, the period for which the records must be 
preserved, and the reports that must be filed by the principal underwriter with 
the SEC.13 The records may be examined by representatives of the SEC. Once 
during each calendar year, each principal underwriter is required (as are other 
brokers and dealers) to file audited financial statements. The AICPA Audit and 
Accounting Guide Audits of Brokers and Dealers in Securities provides addi-
tional discussion. 
11 SEC, Codification of Financial Reporting Policies, section 404-06.b. 
12 Accounting Principles Board (APB) Opinion No. 11, Accounting for Income Taxes, paragraphs 
34 through 37. [Note: Financial Accounting Standards Board (FASB) Statement No. 109, Accounting 
for Income Taxes, is effective for fiscal years beginning after December 15, 1992. It supersedes APB 
Opinion No. 11. The principles and requirements of FASB Statement No. 109 also apply to state, 
local, and foreign taxes based on income.] 
13 Rules 17a-4 and 17a-5 of the Securities Exchange Act of 1934. 
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1.41 The 1940 Act specifies the type of notice to stockholders that should 
accompany distributions from sources other than accumulated undistributed 
income, describing the source of such distributions.14 That notice must clearly 
indicate the portion of the payment (per share of outstanding capital stock) 
made from net income or accumulated undistributed net income, realized gains 
or accumulated undistributed net gains on the sale of securities, and paid-in 
surplus or other capital sources. 
1.42 The 1940 Act requires that the independent auditor reporting on 
financial statements of a management investment company be selected annu-
ally by a majority of directors who are not interested persons at a meeting held 
within thirty days before or after the beginning of the fiscal year or before the 
annual meeting of stockholders. The directors' selection must be submitted to 
the stockholders for ratification at their next succeeding annual meeting. If the 
independent auditor resigns or is unable to carry out the engagement, the 
disinterested directors may appoint a successor.15 
14 Section 19 and rule 19a-1 of the 1940 Act. 
15 Section 32(a)(2) of the 1940 Act. 
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Chapter 2 
Investment Accounts 
2.01 An investment company's securities portfolio typically consists of 
virtually all its assets. Portfolio securities produce income from dividends, 
interest, and changes in market values of securities while they are owned by 
the fund. 
Investment Objectives and Policies 
2.02 The composition of an investment company's portfolio is primarily a 
function of the company's investment objectives and its market strategy to 
achieve them. An investment company discloses the investment objectives 
adopted by its management and the strategies adopted to achieve them in its 
charter or partnership agreement and in documents such as registration 
statements, prospectuses, or offering circulars. Restrictions, statutory or oth-
erwise, are also disclosed. Those may include specific limitations or outright 
prohibitions of transactions in real estate, commodities or commodity con-
tracts, and property other than securities. Other restrictions may include 
investing in unregistered securities, making short sales of securities, under-
writing securities of other issuers, acquiring securities of other investment 
companies, or using leveraging techniques, such as margin accounts, bank 
borrowing, and transactions in options. 
2.03 An investment company may also specify the types of securities— 
such as bonds, preferred stocks, convertible securities, common stocks, war-
rants, or options—in which it may invest and the proportion of its total assets 
that may be invested in each type of security. Specific limitations generally 
relate to— 
a. The percentage of a company's assets it may invest in the securities 
of an issuer. 
b. The percentage of voting securities of an issuer it may acquire. 
c. Investments in companies for the purpose of control. 
If a company changes any of its fundamental investment policies set forth in 
accordance with section 8(b) of the 1940 Act, it is required by section 13(a) of 
the act to obtain shareholders' approval. 
Federal Income Tax Provisions Affecting 
Investment Accounts 
2.04 In establishing investment policies, companies that qualify as regu-
lated investment companies under subchapter M of the Interned Revenue Code 
should consider the requirements of subchapter M relating to diversification of 
assets, sources of income and realized gains, and similar matters. Those 
requirements are described in chapter 4. 
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Operations and Controls 
Record-Keeping Requirements 
2.05 The 1940 Act prescribes minimum accounting records for registered 
investment companies.16 The basic required investment records, for all invest-
ment companies, are— 
a. Journals or other records of original entry that contain itemized daily 
records of all securities purchases and sales, receipts and deliveries 
of securities, and collections and payments of cash for securities 
transactions. 
b. A securities record or ledger showing the unit, quantity, price, and 
aggregate price separately for each portfolio item and for each 
transaction, as of the trade date. 
c. A record for each portfolio item of all trading orders for purchase or 
sale by or on behalf of the investment company and the action on 
each order. 
The required books and records are subject to retention and inspection require-
ments set forth in rules under the 1940 Act.17 
2.06 If any records required to be maintained by the regulations are 
maintained by an agent, such as a custodian or transfer agent, the company 
should obtain the agent's written agreement to make the records available on 
request and to preserve them for the required periods. 
Custody of Securities 
2.07 An investment company's securities are usually held in the custody 
of a bank, which must have prescribed minimum aggregate capital, surplus, 
and undivided profits.18 A member firm of a national securities exchange or a 
central securities system registered with the SEC also may serve as custodian. 
To use a member of a national securities exchange as custodian, a registered 
company must obtain the approval of a majority of its board of directors 
initially and at least annually thereafter. The 1940 Act and the related rules 
require that securities held in custody by a member of a national securities 
exchange be inspected at various times by the investment company's inde-
pendent auditor and that the auditor issue a report thereon to the SEC.19 (See 
also the discussion in paragraph 2.103 relating to foreign custodian arrange-
ments and in paragraphs 2.133 and 2.134 relating to the auditor's involvement 
in the review of custody procedures.) 
2.08 Having a custodial agreement that is approved annually by the 
board of directors, although not required in all instances, is good practice for 
all companies.20 Registered companies are required to file copies of their 
custodial agreements with the SEC. Significant provisions of such agreements 
deal with— 
a. Physical and book segregation of securities in custody. 
b. Denying custodians the power to assign, hypothecate, pledge, or 
otherwise encumber or dispose of any securities except in acting at 
the direction and for the account of the investment companies. 
16 Section 31 of the 1940 Act and rules under that section. 
17 Rules 31a-2, 31a-3, and section 31b of the 1940 Act. 
18 Sections 17(f) and 26(a) of the 1940 Act. 
19 Rule 17f-1 of the 1940 Act. 
20 Section 17(f) of the 1940 Act and guidelines. 
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c. Immunity of such securities to liens asserted by the custodians. 
d. The right of the SEC and the companies' independent auditors to 
inspect the securities at any time.21 
2.09 An investment company may retain custody of its securities by 
depositing them for safekeeping in a vault or other depository maintained by 
a bank or a company whose functions and physical facilities are supervised by 
federal or state authorities. The 1940 Act and the related rules require all 
securities in safekeeping to be inspected at various times by the investment 
company's independent auditor.22 The staff of the SEC has stated that the user 
of an affiliated bank as a custodian is also subject to these requirements. The 
deposited securities are required to be physically segregated and subject to 
withdrawal only by duly authorized persons under specified conditions. 
2.10 An investment company using a bank or a member of a national 
securities exchange as custodian of its securities may agree to have qualifying 
securities deposited in a clearing agency—a central securities system—that is 
registered with the SEC. Clearing agencies use book entry methods of account-
ing for securities transfers rather than methods based on the physical move-
ment of the securities. Most investment companies' portfolio securities that 
qualify are now held by clearing agencies (such as Depositary Trust Company) 
through arrangements with the investment companies' custodians, instead of 
being held by the custodians in physically issued form. Investment companies 
or their custodians may also use the federal reserve or treasury book entry 
system as a depository for U.S. and federal agency securities. Special rules 
apply to the use of central securities systems and book entry systems.23 
2.11 If a registered investment company uses a bank as custodian for its 
securities, the proceeds from sales of such securities and other cash assets, 
except for minor amounts in checking or petty cash accounts approved by the 
board of directors, are required to be kept in the bank's custody.24 
Routine Investment Procedures 
2.12 Although the overall direction of the investment activities of an 
investment company is the responsibility of its board of directors, the board 
typically delegates the routine operating and investment decisions to an in-
vestment committee, a portfolio manager, or an investment adviser. Invest-
ment decisions are communicated to the investment company's adviser or 
employees who place orders with brokers. An investment company's prospec-
tus indicates its policies on selecting brokers and on using affiliates to execute 
trades. A well-designed system of controls for investment transactions would 
include the procedures described in the following paragraphs. 
2.13 An investment company is required by Rule 31a-1 of the 1940 Act to 
document the placement of a securities order in an internal record that shows 
the person who authorized and placed it, the security, the number of shares or 
the principal amount ordered, the price, the date and time at which the order 
was entered and executed, the commission rate or amount, the broker selected, 
and the reason for the selection. Executed transactions are routinely confirmed 
by telephone, and confirmations are followed by written advices containing all 
information pertinent to the trades. The written advices for money market 
instruments ordered through a bank often consist of bank debit or credit 
memorandums. 
21 Section 17(f) of the 1940 Act. 
22 Rule 17f-2 of the 1940 Act. 
23 Rule 17f-4 of the 1940 Act. 
24 Release Nos. 6863 and 7164 under the 1940 Act. 
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2.14 An investment company should promptly notify the custodian of 
each securities transaction and issue detailed written instructions to receive or 
deliver securities and to collect or disburse cash. Those instructions should 
include the name of the broker, the description and quantity of the security, 
the trade and settlement dates, and the net amount of cash to be collected or 
disbursed. An amendment to New York Stock Exchange Rule 387, effective in 
1983, requires the electronic depository confirmation-affirmation system (also 
known as Broker ID System) to be used to effect securities transactions on a 
COD (cash on delivery) or POD (payment on delivery) status. The Internal 
Revenue Code requires use of either the specific identification or the FIFO 
method in computing costs of securities sold. Therefore, for sales transactions 
the instructions should identify the certificate numbers of the securities to be 
delivered, the date of purchase, or other acceptable methods of identification 
under the Internal Revenue Code. The instructions should be signed by one or 
more authorized representatives of the investment company whose signatures 
are on file with the custodian; if instructions are given by telephone or tele-
graph, written confirmation of the instructions should follow promptly. 
2.15 As advices confirming trades are received, they should be reviewed 
promptly for conformity of terms, clerical accuracy, and proper application of 
commission rates—including volume discounts or negotiated rates, as applica-
ble—and should be compared to the internal records established when the 
orders were placed. 
2.16 Investment companies almost always require payment in cash for 
securities delivered by the custodian to settle sales of portfolio investments. 
Similarly, the custodian pays cash when securities purchased by the invest-
ment company are delivered. In certain countries there is no delivery versus 
payment (DVP) requirement. Unless otherwise instructed, the custodian nor-
mally rejects a transaction if either the number of shares or the settlement 
amount determined by the broker does not agree with the written instructions 
previously authorized by the investment company. 
2.17 The custodian promptly notifies the investment company of cash 
settlements and receipts or deliveries of securities. Settlement dates vary 
based on the type of security traded and the foreign market involved from same 
day settlement to four weeks or more. The related advices should again be 
compared to the investment company's records. On receipt of such advices, the 
investment company should compare them against its records to identify 
discrepancies. Fails to receive or deliver should be identified on the settlement 
date and followed up promptly. 
2.18 The custodian issues periodic statements listing all receipts and 
deliveries of securities and related collections and disbursements of cash. 
Securities on hand and the cash balance at the end of the period may be shown 
following the chronological list of transactions. An investment company should 
promptly reconcile the custodian's statements with its books and records and 
should initiate timely follow-up procedures on reconciling items. The invest-
ment company should be satisfied with the adequacy of the custodian's proce-
dures and controls that relate to functions carried out on its behalf, especially 
procedures and controls for receipt, delivery, and safekeeping of securities. 
Accounting 
Net Asset Value Per Share 
2.19 All open-end investment companies and some closed-end investment 
companies typically prepare daily price makeup sheets computing net asset 
AAG-INV 2.14 
Investment Accounts 1 7 
value per share each day the New York Stock Exchange conducts trading 
activity. Other closed-end companies may do so less frequently, such as weekly 
or semimonthly. Under the 1940 Act, open-end investment companies offering 
their shares to the public continuously are required to compute net asset value 
per share daily to price shares redeemed and sold.25 Rule 22c-1(b) establishes 
customary U.S. business days as the days on which an investment company, at 
a minimum, must price its redeemable securities, provided customer orders 
have been received and there is significant trading activity in the fund's 
portfolio securities. 
2.20 The most significant portion of an investment company's assets is its 
securities portfolio, which is stated at value or at an estimate of value (some-
times referred to as fair value). For shareholders' equity to be reported prop-
erly, securities are valued and income and expenses accrued at least as often 
as net asset value is computed or shares are issued or redeemed. Changes in 
security positions should be reflected in the daily net asset value computations 
no later than the first calculation following the trade date.26 Those calculations 
reflect that— 
• Portfolio securities are valued as discussed in a later section of this 
chapter. 
• Changes in investments are included no later than the first business 
day after the trade date. 
• Changes in the number of the investment company's outstanding 
shares from sales, distributions, and repurchases are included no later 
than the first business day after such changes. 
• Expenses are accrued to the date of the calculation. 
• Dividends receivable are recognized at ex-dividend dates. 
• Interest and other income are accrued to the date of calculation.27 
2.21 Federal income taxes payable on security gains that the investment 
company elects to retain are accrued only on the last day of the tax year.28 Excise 
taxes imposed on under-distributed income should be recorded when determin-
able. The company normally estimates its other expenses for the year, as well 
as for the period within which they will be incurred, and allocates them, 
generally daily, in computing net asset value. Estimated annual expenses 
should be reviewed continually and accruals adjusted as required. 
2.22 Other aspects of accrual accounting peculiar to investment compa-
nies, discussed in this and other chapters of the guide, should also be consid-
ered. The 1940 Act does not require expenses, income items, or both to be 
accrued daily if their net cumulative amount is less than one cent per outstand-
ing share.29 Dividends payable, discussed in chapters 1 and 3, are recorded on 
the ex-dividend date. 
2.23 Because of the importance of the calculation of net asset value per 
share, many investment companies require responsible employees to inde-
pendently check all securities prices and to review the portfolio value compu-
tation. As an added precaution, values assigned to each security position may 
be compared with the values used on the preceding valuation date to detect 
23 Rule 22c-1 of the 1940 Act. 
26 Rule 2a-4 of the 1940 Act. 
27 Ibid. 
28 SEC, Codification of Financial Reporting Policies, section 404.06.b. 
29 Rule 2a-4(b) of the 1940 Act. 
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increases or decreases in specific security values that are unusual or that 
exceed predetermined amounts or percentages. It is advisable to review and 
explain such increases or decreases. 
2.24 Mutual funds with multiple classes of stock must apportion their net 
assets and determine net asset value per share for each class in accordance 
with the procedures enumerated in an SEC exemptive order, if applicable, that 
permitted the fund to offer multiple classes.30 
Basis of Recording Securities Transactions 
2.25 As previously indicated, the generally accepted practice in the in-
vestment company industry is to record securities transactions as of the trade 
date rather than the settlement date. For that reason, the statement of assets 
and liabilities of most investment companies at the end of an accounting period 
includes receivables from brokers for securities sold but not delivered and 
payables to brokers for securities purchased but not received. 
2.26 A securities transaction outside conventional stock market channels, 
such as through a private placement of investment letter stock or by submit-
ting shares in a tender offer, should be recorded as of the date the investment 
company obtained an enforceable right to demand the securities purchased or 
to collect the proceeds of sale, and incurred an enforceable obligation to pay the 
price of the securities purchased or to deliver the securities sold, respectively. 
Determining the recording date may sometimes require an interpretation by 
legal counsel31 
Basic Methods of Valuing Securities 
2.27 Investment companies report their investment securities at value, 
defined as the quoted market price for securities for which market quotations 
are readily available, or as an estimate of value (fair value) as determined in 
good faith by the board of directors for other securities.32 Registered companies 
value their portfolio at such time of day and frequency as determined by their 
boards of directors, a determination that should be made at least annu-
ally.33 The value reported for securities held is not reduced by estimated 
brokerage commissions and other selling costs that would be incurred in a sale. 
2.28 An investment company's prospectus and statement of additional 
information describe the methods used to value its securities.34 Section 404.03 
of the SEC's Codification of Financial Reporting Policies describes various 
methods for valuing securities. Those methods are discussed in this section. 
The application of those methods in valuing various types of securities is 
discussed in the sections on accounting for those types of securities. 
Listed Securities 
2.29 Valuing securities listed or traded on one or more securities ex-
changes ordinarily is not difficult, because quotations of completed transactions 
30 A mutual fund currently may offer multiple classes of shares only pursuant to an exemptive 
order granted by the SEC under sections 18 and 22 of the 1940 Act. The exemptive order specifies 
specific procedures for net asset value determination, allocation of investment income, expenses and 
realized and unrealized gains, and for the declaration of dividends and distributions. 
31 SEC, Codification of Financial Reporting Policies, section 404.03.a. 
32 Section 2(a)(41) of the 1940 Act. 
33 Rule 22c-1(b) of the 1940 Act. 
34 Guide 28, "Valuation of Securities Being Offered," Guidelines for Form N-1A, Investment 
Company Act Release No. IC-13436. 
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are published daily. A security traded on the valuation date generally is valued 
at the last quoted sales price. A security listed on more than one national 
securities exchange should be valued at the last quoted sales price at the time 
of valuation on the exchange on which the security is principally traded. If the 
security was not sold on that exchange on the valuation date, the security 
should be valued at the last quoted sales price on another exchange on which 
it was sold at the valuation date. The value of corporate bonds traded on a 
national exchange and over the counter should be determined by the market 
in which representative amounts of securities are normally traded. 
2.30 Securities not traded on the valuation date for which published 
closing bid and asked prices are available should be valued within the range of 
the closing bid and asked prices. As a general policy, some companies use the 
bid price, some the mean of the bid and asked prices, and some a valuation 
within the range considered to best represent value in the circumstances. Each 
of those policies is acceptable if applied consistently. Normally, the asked price 
alone is not acceptable. If only a bid price or an asked price is available for a 
security on the valuation date, or if the spread between the bid and asked price 
is substantial on that date, quotations for several days should be reviewed. 
Over-the-Counter Securities 
2.31 For most unlisted securities traded regularly in the over-the-counter 
market, quotations are available from various sources. Those sources include 
the financial press, various quotation publications and financial reporting 
services, individual broker-dealers, and the NASD National Market System 
(NMS), which provides information on the last sale price on NASDAQ. For 
unlisted securities not traded on the valuation date, a company may adopt a 
policy of using the mean of the bid prices, the mean of the bid and asked prices, 
the mean of the price quotations of a representative selection of broker-dealers, 
or a valuation within the range of bid and asked prices considered to best 
represent value in the circumstances. Each of those policies is acceptable if 
consistently applied. 
2.32 Quotations for an over-the-counter security should ordinarily be 
obtained from more than one broker-dealer, unless they are available from an 
established market maker for that security. The quotations should always be 
obtained from unaffiliated entities, and quotations for several days should be 
reviewed. NASDAQ may be the most convenient source of such quotations. If 
a security has been sold infrequently or if the market in the security is thin, 
the reliability of market quotations should be considered. If market quotations 
for the security are deemed not reliable, an estimate of value, as determined in 
good faith by the board of directors, should be used. 
Securities Valued in Good Faith 
2.33 In certain circumstances, it may be necessary to estimate the fair 
value of securities if market quotations are not available. The objective of the 
estimating procedures is to state the securities at the amount the owner could 
reasonably expect to receive for them in a current sale, though the owner may 
not intend to sell them. The SEC's Codification of Financial Reporting Policies 
provides guidance on the factors to be considered, and on the responsibilities 
for and methods vised to value securities for which market quotations are not 
readily available.35 The term current sale means realization in an orderly 
disposition over a reasonable period. Valuation methods acceptable under that 
35 SEC, Codification of Financial Reporting Policies, sections 404.03 and 404.04. 
AAG-INV 2.33 
20 Investment Companies 
concept may be based, for example, on a multiple of earnings or on a discount 
from market, or, less frequently, on a premium higher than the market price 
of a similar freely traded security, on a yield to maturity on debt securities, or 
on a combination of those and other methods. Investments in several securities 
of the same issuer, such as investments of SBICs and venture capital invest-
ment companies, may be valued as a package. All relevant factors should be 
considered in selecting the method of estimating the fair value of each type of 
security or package of securities. 
2.34 The board of directors should be satisfied that all relevant factors 
have been considered and that the method used to estimate value is acceptable. 
The information considered and the basis for the board's decision should be 
documented in the minutes of the directors' meeting, and the supporting data 
should be retained.36 The board may appoint individuals to assist it in the 
estimating process and to make the necessary calculations. 
Accounting for Specific Types of Securities 
Money Market Investments 
2.35 Short-term investments, such as short-term government obligations, 
commercial paper, bankers acceptances, and certificates of deposit, may be 
bought at face amount or at a discount from face amount. Those investments 
are accounted for at value determined on the basis of trade or bid and asked 
prices or at fair value based on evaluations by market makers or other 
acceptable evidence. 
2.36 The amortized cost of money market instruments that mature 
within a relatively short period usually approximates market value. However, 
the impairment of the credit standing of the issuer or unusual changes in 
interest rates can significantly affect the market value of short-term invest-
ments. In those circumstances, amortized cost may not approximate the mar-
ket value of such investments. 
2.37 Section 404.05 of the SEC's Codification of Financial Reporting 
Policies indicates that the SEC does not object if an investment company's 
board of directors determines in good faith that amortized cost approximates 
the fair value of debt securities purchased with remaining maturities of sixty 
days or less, unless particular circumstances dictate that the securities should 
be valued at market or fair value as described above. 
2.38 The SEC's rule 2a-7 and exemptive orders received by certain mu-
tual funds from the SEC, particularly money market funds, allow the use, 
under certain restrictive conditions, of the amortized cost method to value an 
investment portfolio. 
Municipal Bonds and Notes 
2.39 The principal classifications of municipal bonds are general obliga-
tion bonds and revenue bonds. General obligation bonds represent the issuer's 
unqualified pledge, based on its faith, credit, and taxing power, to pay principal 
and interest when due. Revenue bonds are payable from revenues derived from 
a particular class of facilities or from other specific revenue sources. Tax-ex-
empt industrial development bonds are usually revenue bonds and generally 
36 Ibid. 
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do not carry the pledge of the issuer's credit. Yields on municipal bonds depend 
on a variety of factors, including market conditions, maturity date, ratings 
assigned to the issue, and tax-exempt status. 
2.40 Municipal notes generally mature in less than three years. They are 
usually designated as tax, revenue, or bond anticipation notes because they are 
redeemable on receipt of anticipated taxes or revenues or on financing from the 
proceeds of municipal bonds. They include short-term tax-exempt project notes 
issued by public housing or urban renewal agencies of local communities with 
payment of principal and interest guaranteed by the United States govern-
ment. Among investment companies, municipal bonds and notes are held 
primarily in the portfolios of tax-exempt municipal bond funds and require 
special considerations for valuation. They are traded in a dealer market in 
which little published price information is available. As a result, new issues of 
municipal bonds or notes are usually sold by competitive bidding. Subsequent 
market quotations may be obtained from dealers in those securities. 
2.41 However, because trading activity is limited and the market in 
which the securities are traded is thin, dealer quotations may not indicate the 
prices at which municipal bonds may be bought or sold. Fair value is estimated 
by the sponsor or trustee of a unit investment trust or by a party having that 
responsibility under the trust agreement, and by the board of directors of a 
management investment company. 
2.42 The value of such securities may be estimated using many methods. 
For example, quotations may be obtained from a market maker for individual 
securities; quotations from a number of market makers may be averaged; 
reliable quotations of similar securities may be considered; or matrix pricing 
may be used to value normal institutional-size trading units of debt securities 
without relying exclusively on quoted prices. Matrix pricing estimates an 
issue's current market value by considering such factors as coupon interest 
rate, maturity, credit rating, market indices, and other market data as they 
relate to the issue being valued and to similar issues for which quoted prices 
are available. 
2.43 A number of municipal bond funds, primarily those organized as unit 
investment trusts with fixed portfolios, arrange for insurance for the payment 
of principal and interest when due. The insurance normally applies to portfolio 
securities only while they are owned by the fund, and its coverage is not 
transferable to buyers of the securities. That arrangement differs from those 
in which the issuer of the securities acquires the insurance, making the 
insurance feature an element of the securities and transferable on changes in 
ownership. If the insurance applies only to the fund's portfolio, it does not have 
a measurable value in the absence of default of the underlying securities or of 
indications of the probability of default. 
2.44 A significant decline in the market price of a municipal security that 
appears to relate to the issuer's creditworthiness may indicate the probability 
of default. Comparisons of the market price of the security with market prices 
of similar securities or a downgrading of the issuer's credit ratings may 
indicate such a deterioration. 
2.45 In an insured portfolio, the value of municipal bonds that are in 
default or for which the probability of default is indicated should be estimated 
by the board of directors in good faith. Some factors that should be considered 
in estimating value are the terms of the insurance policy, the intention and 
ability of the fund to hold the bonds until maturity, and the ability of the 
insurer to perform under the policy in the event of default. 
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When-Issued Securities 
2.46 Some securities, principally municipal securities, are traded on a 
when-issued basis. A municipal securities underwriter solicits expressions of 
interest in a proposed issue and sends a when-issued price confirmation 
against which securities are delivered later when the terms of the issue are 
known. The securities normally begin trading on a when-issued basis on the 
issuance of the confirmation as if they had been issued a few days before the 
closing date. 
2.47 Securities offerings are rarely aborted after when-issued trading 
begins. A when-issued security and the obligation to pay for the security should 
be recorded when the commitment becomes fixed, which is generally the date 
on which the priced transaction confirmation is issued, and the security should 
be reported at its value after that date. When-issued securities for which the 
fund has not taken delivery are required to be identified in the financial 
statements.37 The same accounting methods should be used for securities 
bought on a delayed delivery contract under which the managing underwriter 
agrees to deliver securities to buyers at later specified dates. 
Asset-Backed Securities 
Mortgage-Backed Securities ("MBS") 
2.48 A MBS is a pass-through security created by pooling mortgages and 
selling interests or participations in the MBS. The mortgage originator usually 
will continue to service the underlying mortgage. Principal and interest pay-
ments received from mortgagors then will be passed on to the MBS holders. 
Mortgage originators (such as savings and loan associations) usually will want 
to pool their mortgage loans and sell interests in the pools that are created. By 
selling MBSs, originators are able to obtain funds to issue new mortgages while 
retaining the servicing rights on the pooled loans. Most MBSs are guaranteed 
either by federally sponsored agencies or private guarantors. 
2.49 Generally, MBS price quotes can be readily obtained from dealers or 
pricing services. However, in valuing MBSs, investment companies should 
distinguish between seasoned and unseasoned securities. Mortgages are not 
homogeneous and, as a result, different pools have different prepayment 
experience. MBSs are considered seasoned once they have been outstanding 
four to five years. Investors are typically willing to pay more for seasoned 
mortgages than for unseasoned mortgages because seasoned mortgages have 
payment experience, which investors use to make estimates of future prepay-
ments. Unseasoned MBSs possess more unknown variables and thus tend to 
be more sensitive to market volatility. Therefore, investment companies 
should consider the seasoning of the mortgages backing securities as well as 
the overall MBS pool characteristics (such as geographical location of the 
properties mortgaged) in valuing these securities, if independent price quota-
tions are not available. 
Collateralized Mortgage Obligations (CMOs) 
2.50 There are different types of CMO structures, each of which has 
different cash flow characteristics. Some of them are: 
• A CMO bond is a bond that is collateralized by mortgage-backed 
securities and issued in several tranches. The tranches typically have 
different maturities and interest rates such that the cash flows from 
the underlying mortgage-backed securities are applied to the different 
tranches at specified rates, allowing certain tranches to be retired 
37 SEC Release No. 10666 under the 1940 Act. 
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earlier than other tranches. The sequence of payments is "deal spe-
cific" and is generally modeled by the issuer. 
• CMO residuals represent the excess cash flows from the underlying 
collateral on mortgage-backed securities or a pool of loans and include 
reinvestment income thereon after paying the debt service on the CMO 
and the related administrative expenses. Generally, most CMO struc-
tures have residuals due to the conservative structuring requirements 
necessary to achieve the highest rating by the rating agency. Gener-
ally, cash flows are generated from: (1) interest differential between 
the collateral for the CMOs and the CMO itself; (2) interest differential 
between the various classes of bonds (generally, the highest bond 
coupon will be utilized to discount cash flows in the pricing of CMOs); 
(3) reinvestment income; and (4) overcollateralization income. There 
are a number of different types of CMO residuals, including floating-
rate residuals, inverse floating residuals (i.e., interest rates vary 
inversely with floating rates), and PAC (principal amortization class) 
residuals. 
• Interest-Only (IO) and Principal-Only (PO) securities (also known as 
strips) are created by splitting a traditional mortgage-backed security 
or pool of loans into an interest-only portion and a principal-only 
portion. IO securities may have fixed or variable interest rates. Both 
IO and PO securities are subject to prepayments. They can be stripped 
from fixed- or adjustable-rate loans or a pool of fixed-rate loans 
containing a range of different mortgage rates. The individual mort-
gages are subject to prepayment and default risk. PO securities issued 
by quasi-governmental agencies are usually fully or partially guaran-
teed against credit loss. 
• An IOette is an IO with a relatively low principal amount and high 
coupon rate. The principal and interest components of mortgage-
backed securities are sometimes separated and recombined in varying 
proportions to create synthetic coupon securities. 
2.51 Dealer quotes are readily available for CMOs that are actively 
traded. To estimate their fair values, CMOs that are not actively traded can be 
compared to similar instruments that are actively traded with an appropriate 
adjustment for illiquidity. Many CMO dealers offer valuation services. Addi-
tionally, prices and/or CMO yield calculations can be obtained from one of 
several pricing services specializing in matrix pricing. When pricing services 
are used to value CMOs, the auditor should consider their methodology and 
documentation to gain an understanding of the procedures used. 
2.52 There is generally no active market for CMO residuals. CMO dealers 
can use modeling techniques to price residuals by calculating their yields, 
taking into account the prior payment experience of the underlying loans and 
an estimate of future payments. The computed yields are compared to the 
yields of similar instruments to determine whether the residual should be 
priced at a discount or premium to par. Again, liquidity is an important 
concern. The pricing for IOs and POs are similar to CMO residuals. However, 
because the nominal face amount underlying an IO is significant to its proper 
valuation, procedures should be developed to obtain factors as to the current 
notional face as soon as they become available. 
Real Estate Mortgage Investment Conduit (REMIC) 
2.53 The REMIC is designed as an investment vehicle to hold fixed-rate 
pools of mortgages and to issue two classes of interests in the REMIC: regu-
lar—interests and residual interests. A corporation, partnership, association 
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or trust may elect to be a REMIC. The principal reason to elect REMIC status 
is that the REMIC is not subject to taxation. Many of the special purpose 
entities which issue CMOs, IOs, POs, and MBSs have elected to structure 
themselves as REMICs to protect investors in mortgage related instruments 
from double taxation. There are no special accounting considerations for RE-
MICs as they are, in reality, tax vehicles. Investment companies that purchase 
interests in CMOs or other mortgage-backed products issued by a REMIC 
entity should account for the underlying product (that is, the CMO or other 
mortgage-backed product). 
Adjustable Rate Mortgages ("ARM") 
2.54 An ARM is a mortgage loan whose interest rate is reset periodically 
to reflect market rate changes. Often during the early life of an ARM, interest 
payments are such that they may not cover the actual rate in the mortgage 
resulting in negative amortization recovered over the life of the mortgage. In 
addition, ARMs usually have caps which provide borrowers with some protec-
tion from rising interest rates. ARMs interest rates are usually calculated 
based on either of three indices: (1) U.S. Treasury Securities, (2) cost of funds 
index, (3) average mortgage rates. ARM rates are usually reset every six 
months, one year, three years, or five years. ARMs have become more popular 
with investment managers since they usually are priced at a spread above the 
U.S. Treasury yield and the investor is protected against rising interest rates. 
In addition, many ARMs are guaranteed by Government National Mortgage 
Association (GNMA), Federal National Mortgage Association (FNMA), and 
Federal Home Loan Mortgage Corporation (FHLMC) or private insurance 
companies. 
Commodity and Financial Futures Contracts 
2.55 Commodity and financial futures contracts38 are traded on various 
exchanges and are thus distinguished from forward contracts, which are 
entered into privately by the parties.39 A futures or forward contract is a firm 
commitment to buy or sell a specified quantity of a specified grade of a specified 
commodity, or, in the case of financial futures contracts, a standardized amount 
of a deliverable grade security at a specified price and specified future date 
unless the contract is settled before the delivery date.40 For futures contracts, 
the date is a specified delivery month and the contract generally is settled by 
executing an offsetting futures contract before or during the delivery month. 
The quantity and quality provisions of futures contracts are standardized. For 
example, every cotton futures contract traded on the New York Cotton Ex-
change is for 50,000 lbs., and every Treasury bill futures contract traded on the 
International Money Market of the Chicago Mercantile Exchange is for $1 
million. Index futures trading, for example, the Standard and Poor's (S&P) 500 
38 FASB Statement No. 80, Accounting for Futures Contracts, provides a more complete discus-
sion of the subject. 
39 Rule 4.5 under the Commodity Exchange Act generally excludes registered investment 
companies from the definition of commodity pool operator, and the Commodity Futures Trading 
Commission (CFTC) release announcing the adoption of the rule indicates that the exclusion also 
applies to depositors, sponsors, underwriters, and investment advisers. If the exclusion is not 
applicable, an investment company that trades commodities is subject to regulation by the CFTC as 
a commodity pool operator, and may also be subject to regulation by the SEC under the 1933 Act. The 
auditor should become familiar with those regulations as they relate to accounting for such funds. 
40 Futures or forward contracts differ from options, which give buyers the right, but not the 
obligation, to close the transactions. 
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stock index futures, has experienced tremendous growth. Overseas futures 
trading also has expanded rapidly in the last decade and key futures exchanges 
exist in London, Tokyo, Paris, Singapore, and Osaka. 
2.56 Accounting for a futures contract transaction differs from that for a 
security transaction. Though a confirmation of the trade is submitted showing 
the pertinent price, quantity, and commodity data, usually no amount is 
entered in the ledger. The ledger reflects only the margin deposit and the daily 
mark to market for variation margin. Details of open contracts are in memo-
randum format. 
2.57 To initiate a futures contract, the investor is required to make an 
initial margin deposit in an amount that is established by the various ex-
changes and that varies according to the commodity or security, the prevailing 
price, whether the investor is a speculator or hedger, and market conditions. 
The initial margin often may be made in Treasury bills, thus reducing the 
carrying cost of the contract. In those cases, the restriction on the marketabil-
ity of Treasury bills should be disclosed in the fund's schedule of investments. 
Member firms sometimes require margins in excess of those set by the ex-
changes. 
2.58 An investment company normally uses a three-party special segre-
gated custody account with its custodian bank and each of its futures brokers, 
and deposits initial margin on futures contracts with that broker in that 
segregated custody account. Cash or securities deposited to meet margin 
requirements should be identified as margin deposits on the investment com-
pany's records. Alternatively, the investment company may arrange to put up 
performance bonds. 
2.59 Futures contracts are marked to market daily; that is, they are 
valued at the close of business each day, and a gain or loss is recorded for the 
difference between the value of the contracts that day and on the previous day. 
A corresponding entry for daily variation margin is recorded in a receivable or 
payable account. Variation margin is normally settled in cash with the broker 
each morning for the amount of the previous afternoon's mark to market. When 
a contract is closed, exchange fees and brokers' commissions are calculated. A 
final variation margin payment, net of such fees, is recorded, and a correspond-
ing amount is recorded as a gain or loss. 
2.60 Futures contracts ordinarily should be valued at the settlement 
prices established by the exchanges to determine appreciation or depreciation. 
However, exchanges limit fluctuations in prices of futures contracts during a 
single day for contracts other than the current month's delivery contracts by 
regulations referred to as daily limits. During a single trading day, trades may 
not be executed at prices exceeding the daily limit. Once the price of a futures 
contract has increased or decreased by an amount equal to the daily limit— 
that is, made a limit move—positions cannot be taken or liquidated unless 
traders are willing to trade at or within the limit. The bid price for a particular 
futures contract occasionally may move by the amount of the daily limit for 
several consecutive days with little or no trading. Contingent orders, such as 
stop loss orders, do not necessarily limit an investor's losses because market 
conditions may make it impossible to execute such orders. 
2.61 The fair value of futures positions affected by a daily limit should be 
estimated by applying procedures established by the board of directors. The 
price of a commodity futures contract is sometimes greater than the spot price 
by an amount equal to the carrying cost of the physical commodity, which is an 
AAG-INV 2.61 
26 Investment Companies 
interest factor known as the contango, and a transportation charge.41 There-
fore, the fair value of a futures contract subject to daily limits can often be 
estimated by interpolation with reference to interest rates and either the value 
of the current delivery month contract or the spot price. 
2.62 Open contracts are usually presented in the financial statements 
separately disclosing the type of contract, expiration date, and gain or loss on 
the contract. 
Forward Contracts 
2.63 Forward contracts are similar to futures contracts, except that they 
are not traded on an exchange and delivery is usually required for for-
wards 42 Their terms are not standardized, and generally can be terminated 
only by agreement of both parties to the forward contract. Most futures are 
settled in cash. Forward contracts are entered into directly between two 
counterparties for future delivery receipt at a specified price. As a result, they 
do not settle up on a daily basis via margin settlement as do futures contracts. 
Consideration should be given to FASB Statement No. 105, Disclosure of 
Information about Financial Instruments with Off-Balance-Sheet Risk and 
Financial Instruments with Concentrations of Credit Risk, and FASB Interpre-
tation No. 39, Offsetting of Amounts Related to Certain Contracts, in connection 
with financial statement presentation. 
2.64 If delivery or acceptance is intended, forward contracts should be 
recorded in the same manner as when-issued securities (see paragraph 2.47); 
otherwise they should be accounted for in the same manner as futures con-
tracts. A forward sale that creates a naked (uncovered) short position should 
be accounted for as a short sale. It should be noted that a forward trade that 
offsets the economics of an existing contract may not eliminate the legal 
commitment to deliver or receive. 
2.65 Because market quotations are not often readily available for for-
ward contracts, their fair values should be determined by the board of direc-
tors. In addition to the usual factors considered in valuing securities in good 
faith, the terms for the securities covered by the contract should be compared 
with the terms of similar securities if prices for those securities are readily 
available. Counterparty credit risk is an important factor to be considered in 
valuing forward contracts. 
2.66 The valuation of forward contracts can result in recognition of an 
unrealized gain or loss each time the commitment is valued. Realized gains or 
losses are recognized when the transaction is completed or canceled. 
Standby Commitments 
2.67 A standby commitment is an optional delivery forward placement 
commitment. On sale of a standby commitment, an investment company is 
contractually bound to accept future delivery of a security at a guaranteed price 
or fixed yield on the exercise of an option held by the other party to the 
agreement. In effect, the investment company sells a put option and receives a 
41 The price quoted for immediate delivery in a cash transaction. 
42 The SEC indicated in Release No. 10666 under the 1940 Act that an investment company's 
participation in a firm commitment agreement (forward placement commitment or agreement to 
purchase when-issued securities), standby commitment, or reverse repurchase agreement may in-
volve the issuance of a security by the investment company. The security may be a senior security as 
defined in section 18(g) of the Act, and the investment company entering into the agreement may be 
in violation of section 18(f)(1). However, the Division of Investment Management has determined that 
it will not raise the issue of compliance with section 18 with the SEC if the investment company 
covers the senior security by establishing and maintaining certain segregated accounts. 
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fee for its commitment to buy the security. The investment company bears the 
risk of loss if interest rates rise, causing the price of the security at delivery 
date to be less than the exercise (strike) price of the option less the fee received. 
The fee received for committing to acquire securities under a standby commit-
ment should be recorded in the liabilities section of the statement of assets and 
liabilities and adjusted to value, but not less than zero.43 
2.68 Each time such a contract is valued, unrealized gains and losses are 
recorded in the amount that the value varies from the premium received. For 
example, if the current market value of the option exceeds the premium, an 
unrealized loss is recorded. A gain or loss is also recognized when the option is 
exercised or expires. 
2.69 When an investment company acquires a standby commitment, it 
has in effect purchased a put option. Its risk of loss is limited to the fee paid for 
the standby commitment. The accounting for put options purchased, which is 
discussed in this chapter, should be followed. 
Put and Call Options 
2.70 An investment company may buy or write put and call options, if 
permitted, as disclosed in the prospectus.44 As consideration for an option, the 
buyer pays the writer a premium, the amount of which is determined in the 
exchanges' option markets based on supply and demand. That amount is 
influenced by such factors as the duration of the option, the difference between 
the exercise price and the market price of the underlying securities, price 
volatility, and other characteristics of the underlying securities. In return for 
the premium— 
• A covered writer of a call option, a writer who owns the underlying 
securities, gives up the opportunity to profit from an increase in the 
price of the underlying securities to a point higher than the exercise 
price as long as the option obligation continues, but retains the risk of 
loss if the price of the securities declines. 
• An uncovered writer of a call option, a writer who does not own the 
underlying securities, assumes the obligation to deliver the underlying 
securities on exercise of the option. An uncovered writer is exposed to 
the risk of loss if the price of the underlying securities increases, but 
has no risk of loss if the price of the securities decreases to a point 
lower than the option exercise price. 
• A writer of a put option is exposed to the risk of loss if the market price 
of the underlying securities declines, but cannot profit from an in-
crease in the market price because the holder of the option will not 
exercise it as long as he can obtain a greater price elsewhere; he is 
covered if he buys a put option on the same underlying securities with 
an exercise date equal to or later than the option it covers and an 
exercise price equal to or greater than the option written. 
2.71 Premiums from writing put and call options should be presented in 
the liabilities section of the statement of assets and liabilities and subsequently 
adjusted to the current market value of the option written, but not less than 
zero.45 For example, if the current market value of an option exceeds the pre-
43 Ibid. 
44 Chapter 4 discusses special tax rules. 
45 Current market value of options traded on exchanges should be considered the last sale price. 
Alternatively, the mean between bid and asked prices may be used in accordance with the valuation 
policy followed by the fund; if the bid price is higher or the asked price lower than the sale price, the 
higher bid or lower asked price may be used. 
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mium received, the excess is an unrealized loss and, conversely, if the premium 
exceeds the current market value, the excess, to the extent of premiums 
received, is an unrealized gain. 
2.72 After an option is written, the writer's obligation may be discharged 
in one of the following ways: 
a. The option expires on its stipulated expiration date. 
b. The writer enters into a closing transaction. 
c. The option holder exercises the right to call (buy) or put (sell) the 
security. 
If it is discharged the first way, the investment company option writer reports 
a realized gain to the extent of the premium received. If it is discharged the 
second way, the investment company option writer reports a realized gain or 
loss. A loss is reported if the cost of the closing transaction exceeds the premium 
received. If it is discharged the third way, an investment company covered call 
writer delivers the underlying securities that the writer had previously in-
structed its custodian to place in escrow with its broker in a segregated custody 
account with the custodian and each broker, and receives the exercise price; an 
uncovered call writer must buy or borrow securities for delivery to the exercis-
ing holder. For a covered writer, the difference between the proceeds of the sale 
plus the amount of the premium and the cost of the security should be accounted 
for as a realized gain or loss. For an uncovered writer, a realized loss from the 
simultaneous purchase and sale of the securities should be reduced by the 
premium. If the holder of a put option written by an investment company 
exercises the option, the investment company's cost basis should be the exercise 
price of the underlying securities plus commissions, reduced by the premium 
received. 
2.73 The cost of portfolio securities acquired by exercising call options 
owned should be increased by the premium paid to buy the call. The proceeds 
from securities sold by exercising put options owned should be decreased by the 
premium paid to buy the put. 
2.74 The writer or buyer of an option traded on an exchange can liquidate 
the position before the exercise of the option by entering into a closing trans-
action. Such a transaction, in effect, cancels the existing position. The cost of a 
liquidating purchase, however, may be higher than the premium received for 
the original option. 
2.75 Because the writer or buyer can enter into a closing transaction, the 
option originally written may never be exercised. An option traded on an 
exchange is exercised only through the Options Clearing Corporation (OCC), 
the obligor on every option, by the timely submission of an exercise notice by 
the clearing broker acting on behalf of the exercising holder. The exercise 
notice is assigned by the OCC to a clearing broker acting on behalf of a writer 
of an option of the same series as the exercised option. The clearing broker is 
obligated to deliver the underlying security against payment of the exercise 
price. The assigned broker is selected randomly from clearing members having 
accounts with the OCC with options outstanding of the same series as the 
option being exercised. 
2.76 Most investment companies deposit securities or cash underlying call 
or put options written in three-party special segregated custody accounts with 
their custodian and their broker to guarantee delivery or payment if the options 
are exercised. 
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2.77 Portfolio securities underlying call options written should continue 
to be reported at value determined in a manner appropriate to the underlying 
security. 
2.78 Actively traded put and call options owned by an investment company 
should be accounted for in the same manner as marketable portfolio securities. 
2.79 The fair value of options not listed or traded on a national exchange 
or not actively traded should be estimated in good faith by the investment 
company's board of directors. In estimating value, the board should consider 
such factors as the prices, volatility, and liquidity of the underlying securities 
and the time remaining to the expiration date. 
Repurchase Agreements 
2.80 A repurchase agreement (repo)46 is an agreement under which, on 
payment of the purchase price, an investment company receives (purchases) 
securities from a seller who agrees to repurchase them at or within a specified 
time at a specified price.47 A repurchase agreement is similar in effect to a loan 
by the investment company to the seller collateralized by the securities. The 
investment company does not record the purchase of the securities received but 
does record the repurchase agreement as if it were a loan. Because a repur-
chase agreement between the two specific parties involved is generally for a 
relatively short time and is not transferable, it has no ready market. Invest-
ment companies generally carry repurchase agreements at cost, which, com-
bined with accrued interest, approximates market. If unusual circumstances 
make adjustment of the carrying amounts of repurchase agreements neces-
sary, the agreements should be reported as securities valued in good faith by 
the board of directors. FASB Statement No. 107, Disclosures about Fair Value 
of Financial Instruments,* requires disclosure of fair value if materially differ-
ent from cost. 
2.81 Repurchase agreements are usually entered into with banks, bro-
kers, or dealers. In all cases, the investment company should be sure that the 
repo, including accrued interest, is fully secured by the value of the collateral 
it has received.48 If a repurchase agreement is with a broker or dealer, the 
Fund's board of directors should evaluate the creditworthiness of the broker or 
dealer issuing the repo.49 Generally, the board makes a similar evaluation 
about other entities with which the Fund enters into repurchase agreements. 
46 The AICPA's June 1985 Report of the Special Task Force on Audits of Repurchase Securities 
Transactions discusses the background, form, and use of repurchase or reverse repurchase agree-
ments, the risks involved, and legal, accounting, reporting, and auditing considerations. 
47 Repurchase agreements, discussed in this guide, are known in the broker-dealer industry as 
reverse repurchase agreements. 
FASB Statement No. 126, Exemption from Certain Required Disclosures about Financial 
Instruments for Certain Nonpublic Entities, an amendment of FASB Statement No. 107, amends 
FASB Statement No. 107 to make the disclosures about fair value of financial instruments prescribed 
in FASB Statement No. 107 optional for entities that meet all of the following criteria: 
a. The entity is a nonpublic entity. 
b. The entity's total assets are less than $100 million on the date of the financial statements. 
c. The entity has not held or issued any derivative financial instruments, as defined in FASB 
Statement No. 119, Disclosure about Derivative Financial Instruments and Fair Value of Fi-
nancial Instruments, other than loan commitments, during the reporting period. 
48 SEC Release No. 10666 under the 1940 Act sets forth the Commission's position that 
repurchase agreements should be fully collateralized. That is, "the value of the transferred security 
. . . is at least equal to the amount of the loan including accrued interest thereon." 
49 SEC Release No. 13005 under the 1940 Act. 
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2.82 A reverse repurchase agreement provides for the investment com-
pany to transfer possession of (sell) a security to a buyer, usually a broker, for 
cash.50 The investment company does not record a sale of the security and it 
agrees to later repay cash plus interest in exchange for the return (repurchase) 
of the same securities; the transaction is thus similar in effect to a borrowing 
by the investment company collateralized by the security. The contract may be 
a daily contract that is continually renewed. The proceeds of the transaction 
should be recorded as if they were of a borrowing, and the security should 
continue to be recorded as if it were in the portfolio, though subject to lien, and 
should be valued in a manner suited to it. 
Interest Rate and Currency Swaps 
2.83 There are numerous variations of interest rate and currency swaps. 
Swaps can be linked to any number of underlying instruments and indices, and 
swap terms can vary greatly. 
2.84 Interest rate swaps represent an agreement between counterparties 
to exchange cash flows based on the difference between two interest rates, 
applied to a notional principal amount for a specified period. The most common 
type of interest rate swap involves the exchange of fixed-rate cash flows for 
variable-rate cash flows. Interest rate swaps do not involve the exchange of 
principal between the parties. Swaps range in maturities, generally from one 
to ten years. Market risk and credit risk are two important risks associated 
with swaps. Credit risk is often minimized by requiring the counterparty to 
post collateral if there is any indication of credit risk or by only engaging in 
swaps with highly rated counterparties. Market risk requires a careful under-
standing of the effects on the swap's value of changing market conditions. Both 
risks require close monitoring. Swaps may be structured so that the notional 
principal amount is adjusted up or down during the term of the swap. Floating 
rate reset periods vary, ranging from daily to yearly. 
2.85 A currency swap is an agreement between two parties to exchange 
two different currencies with an agreement to reverse the exchange at a later 
date at specified exchange rates. The exchange of currencies at the inception 
date of the contract generally takes place at the current spot rate. The re-ex-
change at maturity may take place at the same exchange rate, a specified rate, 
or the then current spot rate. Interest payments, if applicable, are generally 
made between the parties based on interest rates available in the two curren-
cies at the inception of the contract. The term of currency swap contracts may 
extend for many years. Currency swaps are usually negotiated with commer-
cial and investment banks. Contracts are subject to risk of default by the 
counterparty and, depending on their terms, may be subject to exchange rate 
risk. Some currency swaps may not provide for exchanging principal cash 
flows, only for exchanging interest cash flows. 
Pricing of Swaps 
2.86 The methodology for computing the fair value of swaps is fairly 
complex. Interest rate and currency rate swaps are not traded on exchanges. 
Investment companies can obtain swap rates from on-line financial informa-
tion services, specialized publications, or swap dealers. Some dealers mark 
both the floating and fixed rate sides of the swap. Other dealers mark only the 
50 See footnote 46. 
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fixed rate side of the swap. This is because the floating rate side is assumed to 
return to par value at each reset date. If reliable prices cannot be obtained from 
dealers, fair values can be computed. In addition to the mark to market 
calculation, an investment company must accrue the current settlement 
amounts on the swap. Fair value amounts and swap receivables and payables 
with different counterparties should be recorded gross in the balance sheet 
unless the conditions of FASB Interpretation No. 39 are met. However, swap 
expense and swap income may be recorded net. If a fee is paid to enter into a 
swap, the fee should be amortized over the Ufe of the swap. 
Accounting for Foreign Investments 
2.87 Investments in securities issued by foreign companies involve con-
siderations not typically associated with investing in securities issued by 
domestic companies. Investments in certain foreign countries may be exposed 
to the possibility of expropriation or confiscatory taxation, limitations on the 
removal of funds or other assets, political or social instability, or adverse 
diplomatic developments. Individual foreign economies may differ from the 
economy of the United States in growth of gross national products, rates of 
inflation, capital reinvestments, resource self-sufficiency, and balance of pay-
ments positions. Securities of many foreign companies may be less liquid and 
their prices more volatile. Instead of buying shares of foreign-based companies 
in overseas markets, American investment companies can buy shares in the 
U.S. in the form of an American Depository Receipt (ADR). These receipts are 
for shares of a foreign-based corporation which are held in the vault of a U.S. 
bank as trustee. The trustee bank collects dividends and makes payments to 
the holders of the ADR. The holders of ADRs have rights equal to those of 
foreign shareholders. 
2.88 Because most foreign securities are not registered with the SEC, 
most of their issuers are not subject to its reporting requirements. Generally 
there is less government supervision and regulation of stock exchanges, bro-
kers, and companies in foreign countries than in the United States. As a result, 
information concerning certain foreign issuers of securities may be less pub-
licly available. Also, foreign companies may not be subject to uniform account-
ing, auditing, and financial reporting standards or to practices and 
requirements comparable to those that apply to domestic companies. 
Portfolio Transactions 
2.89 Many foreign stock markets are not as developed or efficient as those 
in the United States. Fixed commissions on transactions on foreign stock 
exchanges usually are higher than negotiated commissions on U.S. exchanges. 
The times between the trade and settlement dates of securities transactions on 
foreign exchanges range from one day to four weeks or longer. 
2.90 Foreign securities generally are denominated and pay dividends or 
interest in foreign currencies. The value of assets traded in foreign currencies 
is affected by changes in foreign exchange rates. Also, trading activities may 
be adversely affected by restrictions on the conversion or transfer of foreign 
currencies. 
2.91 Foreign exchange transactions may be conducted on a cash basis at 
the spot rate for buying or selling the currency prevailing in the foreign 
exchange market. Under normal market conditions, the spot rate differs from 
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the published exchange rate because of the costs of converting from one 
currency to another. Some funds deal in forward foreign exchange contracts 
between the dollar and currencies of various countries as hedges against 
possible changes in foreign exchange rates between currencies. They contract 
to buy or sell specified currencies at specified future dates and prices set at the 
time of the contracts. Dealings in forward foreign exchange contracts may 
relate to specific receivables or payables occurring in connection with the 
purchase and sale of portfolio securities, the sale and redemption of fund 
shares, or the payment of dividends and distributions. Also, a fund may 
speculate in forward foreign exchange contracts. Hedging against a decline in 
the value of a currency does not eliminate fluctuations in the local currency 
prices of portfolio securities or prevent losses if such prices decline. 
2.92 The cost of transacting in foreign currencies varies with such factors 
as the currency involved, the length of the contract period, and the prevailing 
market conditions. Because exchanges in foreign currencies are usually trans-
acted by principals, most often there are no fees or commissions. 
Dividends and Interest 
2.93 Recording dividends on foreign securities is often difficult because, 
in certain countries, companies customarily declare dividends retroactively, 
claims may be made against the government for return of taxes withheld at the 
source, or there is a lack of timely information. In addition, foreign companies 
often declare stock dividends instead of cash dividends or take other corporate 
actions such as issuing rights or warrants. 
2.94 The auditor should determine whether the company's internal con-
trol reflects consideration of those difficulties and should also devise audit 
procedures to determine that net asset value is computed satisfactorily. Also, 
dividends and interest received from foreign investments may result in with-
holding taxes and other taxes imposed by foreign countries, generally at rates 
from 10 percent to 35 percent. Tax conventions between certain countries and 
the United States may reduce or eliminate such taxes. Foreign countries 
generally do not tax capital gains on investments by foreign investors. To the 
extent that withholding taxes have been reclaimed the auditor should review 
the collectibility of such amounts. 
2.95 Internal Revenue Code section 853 provides that if more than 50 
percent of a fund's total assets at the end of its fiscal year consists of securities 
of foreign corporations, the fund qualifies for and may elect to permit its 
shareholders to take a credit or a deduction for foreign income taxes paid by 
the fund. That policy enables the shareholders to benefit from the same foreign 
tax credit or tax deduction they would have received had they been the individual 
owners of foreign securities and paid foreign income taxes on their income. 
Valuation of Foreign Securities 
2.96 In general, the discussion of valuation of securities in this chapter 
also applies to foreign securities. Portfolio securities that are primarily traded 
on foreign securities exchanges should generally be valued at the U.S. dollar 
equivalent of the preceding closing values for such securities on their ex-
changes. FASB Statement No. 8, Accounting for the Translation of Foreign 
Currency Transactions and Foreign Currency Financial Statements, Appendix 
D, paragraphs 219 and 220, specifically states that the FASB did not intend to 
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require investment companies to disclose separately the portion of the change 
in market value that results from foreign currency rate changes. Even though 
that exception is not specifically mentioned in FASB Statement No. 52, Foreign 
Currency Translation, practice has continued to follow this approach. 
2.97 Auditors of financial statements of investment companies that in-
vest in foreign securities should consider the implications that holdings of such 
securities have on audit risk. Specifically, valuation of such securities may 
present management with unique and difficult problems. Auditors' tests of 
such valuations may require special consideration. In particular, auditors 
should consider whether management has considered all factors relevant to 
the valuation of such securities. See SOP 93-4 [appendix K], Foreign Currency 
Accounting and Financial Statement Presentation for Investment Companies, 
paragraphs 37 and 38 for factors affecting valuation of foreign investments. 
2.98 The daily time at which a fund prices its portfolio is determined by 
its board of directors. The fund should consider additional information, if any, 
affecting changes in value after the close of foreign exchanges on which the 
portfolio's securities are traded. (For a further discussion on this matter, see 
"SEC Division of Investment Management No-Action Letter" of January 23, 
1981, to the Putnam Growth Fund, Putnam International Equities Fund, Inc.) 
Exchange Gains and Losses From Valuation of Currency 
Contracts and From Foreign Investment Transactions 
2.99 Unrealized and realized exchange gains or losses result when invest-
ment companies whose financial statements are reported in U.S. currency do 
any of the following: 
• Buy, sell, or hold foreign currencies 
• Buy or sell portfolio securities denominated in foreign currencies 
• Trade in forward foreign currency contracts 
• Receive dividends and interest income in foreign currencies 
• Incur expenses in foreign currencies 
2.100 Foreign currency transaction gains and losses may be accounted for 
separately or may be combined for reporting purposes with the type of trans-
action that gave rise to the gain or loss. The latter method more closely follows 
the preferred tax treatment, and for that reason is favored by some companies. 
For example, a gain or loss on an amount payable that results from a change 
in the exchange rate of a foreign currency between the trade date and the 
settlement date for a security bought may be accounted for as an increase or 
decrease in the cost of the security (unless a forward foreign currency contract 
is purchased on the trade date for delivery on the settlement date). Similarly, 
an exchange gain or loss that occurs because of a change in exchange rates 
between the time a dividend or interest income is accrued and realized may be 
accounted for as an increase or decrease in the respective income account.51 
2.101 Reporting exchange gains or losses for financial statements may 
differ from reporting them for income taxes. Because of changes in case law and 
regulations in this area, the reporting company should seek current tax advice 
when it enters into foreign investment transactions that may result in ex-
change gains or losses. 
51 Investment companies should disclose separately, in the financial statements or the notes, 
the aggregate amount of the transaction gain or loss, if material. 
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2.102 SOP 93-4 [appendix K| requires reporting of all foreign currency 
transaction gains and losses other than those related to investments. That SOP 
provides guidance on the calculation and reporting of realized and unrealized 
foreign currency gains and losses in financial statements. It does not require 
separate reporting of the portion of the realized gains and losses on invest-
ments and the change in market value of investments that result from changes 
in foreign currency rates. However, it does provide guidance as to the manner 
in which such unrealized and realized gains and losses should be measured and 
reported if separate reporting is adopted by the reporting entity. 
Safekeeping of Foreign Assets 
2.103 Funds invested in foreign securities generally involve custodial or 
subcustodial agreements with U.S. banks with foreign branches for the safe-
keeping of fund assets held outside the United States. Section 17(f) of the 1940 
Act specifies the requirements and qualifications of a custodian for a registered 
investment company. 
2.104 Rule 17f-5 permits registered investment companies to maintain 
their foreign securities with eligible foreign custodians (for example, foreign 
banks and trust companies that meet certain requirements, securities deposi-
tories, and clearing agencies). Rule 17f-5 sets forth the conditions that must be 
included in the foreign custody agreement, as well as the specific responsibili-
ties of the investment company's board of directors in reviewing and approving 
the arrangements. 
Accounting for Segregated Accounts 
2.105 In certain circumstances, such as in the case of leveraging transac-
tions, the SEC requires an investment company to maintain assets in segre-
gated accounts. Such assets consist of cash, U.S. government securities, or 
other high-grade debt obligations, and may be replaced only by other similar 
assets. Securities maintained in such segregated accounts should be valued in 
the manner suited to them.52 
Accounting for Short Securities Positions 
2.106 Short securities positions should be accounted for at value. The 
difference between the net proceeds of the short sales and the valuations 
should be reported as unrealized appreciation or depreciation of the invest-
ments. The securities should be valued by a method suited to them, except that 
using bid prices alone is not acceptable.53 
2.107 Amounts deposited with brokers for short sales of securities should 
be reported as assets. Proceeds from securities sold short should be reported as 
liabilities and marked to market. Gains and losses are classified as realized 
when a short position is closed out. 
2.108 A short sale creates a senior security that is subject to the limitation 
of section 18 of the 1940 Act. To comply with the provisions of section 18, an 
investment company that sells securities short must establish a segregated ac-
52 SEC Release No. 10666 under the 1940 Act. 
53 Guide 28, "Valuation of Securities Being Offered," Guidelines for Form N-1A, Investment 
Company Act Release No. IC-13436. 
AAG-INV 2.102 
Investment Accounts 3 5 
count, as discussed in the section on accounting for segregated accounts, to 
account for cash or cash equivalents equal in value to the securities sold short 
or to equivalent securities already owned if the sale is against the box. 
Purchase of Another Company's Investment Portfolio 
2.109 An investment company may acquire the entire investment portfo-
lio of another investment company in a business combination. The accounting 
for such transactions is discussed in chapter 8. 
Accounting for Investment Income 
2.110 An investment company's investment income consists of dividends 
and interest. 
Dividends 
2.111 Dividends on investment securities are recorded as of the ex-divi-
dend date. Distributions that represent returns of capital are credited to the 
investment account rather than to income. See SOP 93-1 [appendix I] for how 
to report interest income on payment-in-kind (PIK) bonds and step bonds. 
2.112 Stock splits and stock dividends in shares of the same class as the 
shares owned are not income to the investment company. However, dividends 
for which the recipient has the choice to receive cash or stock are usually 
recognized as investment income in the amount payable in cash, because cash 
in this case is usually the best evidence of fair value of the stock. 
2.113 Other noncash dividends are recognized as investment income at 
the fair value of the property received, in accordance with APB Opinion No. 29, 
Accounting for Nonmonetary Transactions. 
2.114 Cash dividends received on preferred stocks in liquidation of accu-
mulated dividend arrearages should be reported as other income. 
2.115 Stock rights received are generally allocated a prorated portion of 
the cost basis of the related investment; however, for book purposes, invest-
ment companies usually follow tax accounting, which does not require alloca-
tion if the market value of the rights is 15 percent or less of the market value 
of the investment company's holdings.54 
2.116 SEC Regulation S-X requires cash dividends declared on stocks for 
which the securities portfolio reflects a short position as of the record date to 
be recognized as an expense on the ex-dividend date. 
2.117 As a routine operating policy, investment companies should consult 
reliable published or other sources for daily dividend declarations and other 
corporate actions to be sure they obtain and record relevant dividend informa-
tion in a timely manner. Companies should have procedures that provide for 
follow-up and for disposition of dividends not collected in the regular course of 
business because of delays in settling securities transactions or completing 
transfer procedures. 
Interest 
2.118 Interest income on debt securities, such as corporate, municipal, or 
treasury bonds, normally is accrued daily. Discounts on Treasury bills are 
usually amortized to interest income daily. Because an investment company 
carries its investments at value and reports both realized and unrealized gains 
54 Section 307 of the Internal Revenue Code. 
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and losses, accretion of discounts or amortization of premiums does not affect 
its net asset value or results of operations. For that reason, most investment 
companies adopt an amortization policy that conforms to the income tax 
regulations that apply to the fund. 
2.119 An investment company should consider collectibility of interest in 
making accruals. If collectibility is doubtful, a valuation allowance should be 
established. 
2.120 Interest received on bonds that were in default or that were delin-
quent in the payment of interest when acquired should be accounted for as (a) 
interest income for the amount earned from the date of acquisition through the 
current period, or (b) a reduction of the cost of the investment in terms of the 
amount relative to arrearages at the date of acquisition.55 
2.121 The accrued interest receivable account should be analyzed at 
regular intervals to make sure that interest payments due are received 
promptly and in the correct amount. Similarly, the disposition of purchased 
interest receivable and interest accruals on debt securities sold between inter-
est dates should be analyzed periodically. 
Determining Costs and Realized Gains and Losses 
2.122 The cost of investment securities in the portfolios of registered 
investment companies and net realized gains or losses from securities transac-
tions are determined, for financial accounting purposes, on the specific identi-
fication or average-cost methods.56 A company should use only one method for 
all securities. Cost includes commissions and other charges that normally are 
a part of brokers' purchase advices. The average-cost method of computing 
gains and losses may not be used for federal income taxes. Some companies try 
to avoid wide differences between net realized gains or losses from securities 
transactions reported on the average-cost basis and those reported on the 
identified-cost basis by identifying, to the extent possible, specific shares with 
aggregate costs near the average cost for shares being delivered against a 
particular sale. 
2.123 An investment company may occasionally be entitled to receive 
awards from litigation relating to a portfolio company. An award should be 
reported at fair value, considering such factors as the enforceability of the right 
to settlement and the ability to determine the amount receivable. If the 
investment company holds the securities, the award generally is accounted for 
as a reduction of their cost. If the investment company no longer holds the 
securities, the proceeds generally should be accounted for as realized gains on 
security transactions. 
2.124 An investment company may receive securities in a spin-off of a 
portion of a portfolio company's operations. Spin-offs are generally tax-free 
reorganizations, and no gain or loss is recognized for income tax or financial 
reporting. A portion of the cost of the securities held is allocated to the 
securities received in the spin-off. That amount is based generally on the ratio 
of the value of the securities received to the sum of the value of those shares 
and the value of the shares of the company effecting the spin-off. 
55 SEC, Codification of Financial Reporting Policies, section 404.02. 
56 Rule 2a-2 of the 1940 Act. 
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2.125 From time to time, tender offers may be received for securities held 
by an investment company. The terms of the offer may be for cash, debentures 
of the acquiring company, stock of the acquiring company, or a combination 
thereof. Even if the investment company tenders its securities, it should 
continue to value the shares tendered until the number of shares accepted in 
the tender is known. Thereafter, it should value the assets to be received for 
the shares tendered. 
2.126 Accrued interest on bonds bought between interest dates is ac-
counted for as a receivable. Premiums paid for obligations of a state, territory, 
or possession of the United States or its political subdivisions are required to 
be amortized for federal income tax purposes. Many investment companies 
also amortize those premiums for book purposes. Original issue discount on 
bonds and other debt securities is frequently amortized for financial reporting 
purposes and is also required to be amortized for tax purposes. Discounts on 
the purchase of bonds that do not provide for periodic interest payments, 
sometimes called "zero coupon bonds," should normally be amortized to income 
by the interest method, unless another method produces substantially similar 
results. However, because investment companies carry securities at value, 
amortization of a premium or discount has no effect on net asset value. 
Amortization of a premium decreases interest income and increases unrealized 
appreciation of investments by the same amount. Amortization of a discount 
has the reverse effect. As a result, an investment company's amortization 
policy may affect net investment income but does not affect total income from 
investments, that is, net investment income plus realized and unrealized gains 
and losses.57 The amortization policy and the method of deferring amortization 
should be disclosed in the financial statements. Accrued interest on bonds sold 
is accounted for as a reduction of accrued interest receivable and is not a factor 
in determining gain or loss on a sale. 
Auditing Procedures 
2.127 The audit of an investment company's investment accounts is a 
significant portion of the overall audit because of the relative significance of 
those accounts and of the related income accounts. In auditing the investment 
accounts, the auditor should consider various aspects of the investment com-
pany's transactions with brokers, custodians, and pricing services. 
2.128 Economic conditions in the jurisdictions in which funds invest may 
also affect the auditor's assessment of risk inherent in the audit. Factors that 
auditors should consider include local rates of inflation, government stability, 
and local tax rules. Auditors should consider whether indicators such as those 
described above create, intensify, or mitigate audit risk. 
Principal Audit Objectives 
2.129 The principal objectives in auditing the investment accounts are to 
determine whether— 
• The company has possession of securities not held in safekeeping by 
others. 
57 The total of realized and unrealized gains or losses represents changes in values of securities 
while they were held during the period. That amount consists of the appreciation or depreciation for 
the period for securities held at the end of the period, plus the appreciation or less the depreciation 
from the beginning of the period to the date the securities were sold during the period. 
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• Other entities holding securities for safekeeping are either qualified 
banks or other companies whose functions are supervised by federal 
or state authorities, and they agree with the company in their descrip-
tions and quantities of securities being held in safekeeping. 
• Transactions are authorized and recorded in the proper account, 
amount, and period. 
• There is a reasonable assurance that the investment company has 
complied with restrictions under its stated investment objectives and 
policies. 
• Portfolio investments are properly valued, and their costs are properly 
recorded. 
• The company has ownership of and accounting control over its portfolio 
investments. 
• Income from investments and realized gains and losses from securities 
transactions are properly accounted for. 
• Investments are free of liens, pledges, or other security interests or, if 
not, such matters are properly identified and disclosed. 
Consideration of Internal Control 
2.130 Internal control is a process—effected by an entity's board of direc-
tors, management, and other personnel—designed to provide reasonable as-
surance regarding the achievement of objectives in the following categories: (a) 
reliability of financial reporting, (b) effectiveness and efficiency of operations, 
and (c) compliance with applicable laws and regulations.[58] 
2.131 Internal control consists of five interrelated components, which are: 
a. Control environment sets the tone of an organization, influencing the 
control consciousness of its people. It is the foundation for all other 
components of internal control, providing discipline and structure. 
b. Risk assessment is the entity's identification and analysis of relevant 
risks to achievement of its objectives, forming a basis for determining 
how the risks should be managed. 
c. Control activities are the policies and procedures that help ensure 
that management directives are carried out. 
d. Information and communication are the identification, capture, and 
exchange of information in a form and time frame that enable people 
to carry out their responsibilities. 
e. Monitoring is a process that assesses the quality of internal control 
performance over time. 
2.132 The second standard of fieldwork states that "A sufficient under-
standing of internal control is to be obtained to plan the audit and to determine 
the nature, timing, and extent of tests to be performed." Form N-SAR requires 
auditors of registered investment companies to report on an investment com-
pany's internal control including those controls exercised on behalf of the 
company by agents acting as custodians. The report, which is filed with the 
year-end Form N-SAR, is based solely on the procedures performed as part of 
the audit. Investment companies with multiclass shares are subject to special 
reporting requirements. See paragraph 2.23 above. 
[58] [Footnote deleted.] 
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2.133 The location of the investment securities should be ascertained by 
the independent auditor. The auditor should determine whether and to what 
extent the company and its board have evaluated their relationship with the 
securities' custodian in terms of significant record-keeping responsibilities, 
financial stability, operational capabilities, and other matters pertaining to the 
relationship. The auditor should obtain an understanding of the custodian's 
internal control to the extent he or she considers necessary to plan the audit 
and to determine the nature, timing and extent of tests to be performed. A 
custodian's control activities that may be relevant to an audit of an investment 
company's financial statements might include, among others, the following: 
• Activities covering the receipt of and payment for securities, delivery 
of securities, and controls over cash received. 
• Activities for physically segregating and satisfactorily safeguarding 
the company's securities in the custodian's vaults. 
• Physical counts and other activities performed by the custodian's 
internal auditors. 
• Activities for securities held in central depositories. 
• Activities concerning receipts of cash and other dividends and of interest. 
2.134 If the custodian has engaged a service auditor to review and report 
on its internal control over custodial functions, the fund's auditor should 
consider obtaining a copy of the service auditor's report. The auditor's use of 
third-party reviews is discussed in paragraphs 3.48 through 3.54 of chapter 3. 
Further guidance is provided by SAS No. 70, Reports on the Processing of 
Transactions by Service Organizations. 
2.135 An investment company may enter into subcustodial arrangements 
for investment in foreign securities with institutions both inside and outside 
the United States.59 The auditor should review subcustodial arrangements to 
determine the extent of intercustodial responsibilities and rights. If the prin-
cipal custodian bank does not assume responsibility for the foreign subcusto-
dian's actions, and the portion of the fund's assets held by the foreign 
subcustodian is material in relation to the financial statements, the auditor 
should apply to each subcustodial arrangement audit techniques similar to 
those for principal custodians. 
2.136 If an investment company enters into repurchase agreements, the 
auditor should consider whether the company's controls include— 
a. A review of the creditworthiness of the issuers of repurchase agree-
ments with whom the company intends to do business. 
b. A requirement that actual or constructive possession of the collateral 
be taken by the company, its custodian, or by a custodian qualified 
under the 1940 Act, who verifies that the collateral is being held for 
the company. 
c. A requirement to mark the collateral to market daily during the 
entire period of the agreement. 
d. A requirement that such agreements provide that additional collat-
eral be deposited by the issuer if the market value of the securities 
falls below the repurchase price.60 
59 SEC Release No. 12354 under the 1940 Act. 
60 SEC Release No. 13005 under the 1940 Act. 
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2.137 The auditor should review such relevant investment company docu-
ments as the latest prospectus, statement of additional information, certificate 
of incorporation, bylaws, and minutes of meetings. Typically the auditor tests 
whether the fund is adhering to its investment restrictions. For a diversified 
investment company, the auditor should review and test compliance with the 
related provisions of the 1940 Act. Other compliance areas that the auditor 
should review include, for instance, the 1940 Act's record-keeping requirements 
and compliance items to be reported in the annual report to the SEC on Form 
N-SAR. The auditor should consider that certain investment transactions may 
involve the investment company's issuance of senior securities as defined 
under section 18 of the Act. The auditor should be aware that the 1940 Act also 
contains restrictions on the issuance of senior securities under section 18.61 
Examination of Transactions and Detail Records 
Custody of Securities 
2.138 The independent auditor should confirm securities with the custo-
dian, including securities held in a central securities system, or physically 
examine them. Under certain circumstances, physical examination of securi-
ties is required.62 However, a securities count may be inconclusive because the 
auditor may be unable to identify specifically the securities belonging to the 
client. Because physical examination of securities often is not practical, confir-
mation procedures are most frequently used.63 The auditor should confirm 
unsettled securities transactions with broker-dealers regardless of whether 
they are reported by the custodian. If a confirmation is not returned, the 
auditor should become satisfied with the authenticity of the transaction by 
applying alternative auditing procedures. 
2.139 Other confirmation procedures typically include confirmation of— 
• When-issued transactions with the underwriter, including the value 
of when-issued transactions as of the valuation date. 
• Commodity futures contracts, financial futures contracts, and swaps 
with the contract's dealer, from whom the contract was acquired. 
• Forward contracts, standby commitment contracts, and repurchase 
agreements with the other party to the transaction. For forward 
contracts, standby commitments, and reverse repurchase agreements, 
the independent auditor should review the contracts or agreements 
and consult with the investment company's legal counsel to determine 
if a senior equity security, as defined in section 18(g) of the 1940 Act, 
exists. 
• Short securities positions with the broker. 
• Borrowed or loaned securities and related collateral. 
• Put or call options with the company's custodian, broker, or other party 
to the transaction. 
2.140 Specific inspection procedures required under the 1940 Act depend 
on the type of custodial arrangement.64 If the custodian is a member of a national 
61 SEC Release No. 10666 under the 1940 Act. 
62 SEC, Codification of Financial Reporting Policies, section 404.01.a. 
63 Section 17(f) of the 1940 Act. 
64 Ibid. 
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securities exchange, the 1940 Act and the related rule 17f-1 require the 
investment company's independent auditor to inspect all securities at the end 
of each annual and semiannual fiscal period and at least one additional time 
during the fiscal year chosen by the auditor, without advance notification to 
the custodian. If the investment company retains possession of its securities, 
the company's independent auditor should physically inspect the securities at 
least three times in each fiscal year. The dates for at least two of the inspections 
should be chosen by the auditor without notice to the investment com-
pany.65 After each audit, the independent auditor should address a report to 
the client's board of directors. The auditor is required to promptly submit a 
copy of that report to the SEC stating that such an audit was performed and 
describing the work done and the results. An illustration of such a report is 
provided in chapter 9. 
Tests of Portfolio Transactions 
2.141 The independent auditor, rarely considering it necessary to exam-
ine all transactions during the period under audit unless specifically requested 
to do so, normally selects portfolio transactions for testing. Representative 
purchase, sale, and exchange transactions, and brokers' advices or other 
documents should be examined to ascertain that they agree with the entries 
recorded in the purchase, sales, or general journals or other books of original 
entry. The auditor should test for proper authorization, extensions, and trade 
dates. To confirm that the price appears to be reasonable, the auditor should 
consult published sources. The auditor should also test whether sales have 
been properly accounted for during the period, that an acceptable method of 
costing sales (specific identification or average-cost) has been applied consis-
tently, and that gains or losses have been properly calculated. If restricted 
securities were sold or otherwise disposed of, the auditor should inquire 
whether the company has complied with rule 144 of the 1933 Act and with any 
other pertinent laws. Rule 144 applies to all holders of restricted securities, not 
only to registered investment companies. 
2.142 The independent auditor should also test the classification of gains 
and losses for tax purposes and the adjustments to the carrying amount of 
investments resulting from stock dividends, splits, rights, recapitalizations, 
and liquidating dividends. (Chapter 4 discusses taxes.) 
Portfolio Transactions With Affiliates 
2.143 The auditor should become familiar with section 17 of the 1940 Act 
and with related rules that contain certain prohibitions concerning transac-
tions with affiliates. Regulation S-X requires disclosure of more information 
about transactions with affiliates in prospectuses and annual reports to the 
SEC than is required in GAAP financial statements. Various rules of Regula-
tion S-X require the financial statements of an investment company to state 
separately investments in, investment income from, gain or loss on sales of 
securities of, and management or other service fees payable to controlled 
companies and other affiliates. The term affiliate means an affiliated person 
as defined in section 2(a)(3) of the 1940 Act, and the term control has the 
meaning given in section 2(a)(9) of the Act. The term affiliated person as 
defined in section 2(a)(3) of the Act encompasses control relationships and the 
direct or indirect ownership of 5 percent or more of the outstanding voting 
securities of any issuer. An affiliated person, as defined in that section, includes 
65 Rule 17f-2 of the 1940 Act. 
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officers, directors, partners, employees, investment advisers, and members of 
the investment adviser's advisory board. 
2.144 In ascertaining whether such affiliations exist, the auditor should 
consider the information gathered during the audit and should inquire of the 
company's management. As evidence of these inquiries, the auditor should 
obtain written representations from management that, except to the extent 
indicated, the company— 
• Does not own any securities either of directly affiliated or, to the best 
information and belief of management, indirectly affiliated entities. 
• Has not received income from, or realized gain or loss on sales of, 
investments in or indebtedness of such entities. 
• Has not incurred expenses for management or other service fees 
payable to such entities. 
• Has not otherwise engaged in transactions with such entities. 
Appendix F presents an illustrative representation letter. If there is a question 
of whether a relationship represents an affiliation, the company's management 
should obtain a written opinion from legal counsel for the auditor. 
2.145 If there are affiliated entities, such as an underwriter or investment 
adviser, such auditing procedures as confirmation of transactions, examina-
tion of supporting documents, and written representations from the manage-
ment of affiliated entities may be needed. These procedures are necessary 
because the fund is required, by rules under the 1940 Act, to disclose amounts 
paid to affiliates in connection with their services to the investment company, 
such as commissions for sales of fund shares and brokerage commissions for 
fund portfolio transactions. If the auditor of the investment company is not the 
auditor for the affiliated entities, audit procedures are facilitated if the auditor 
is granted access to the pertinent accounting records of those entities. Alterna-
tively, the auditor may request that the affiliated entity engage its auditors to 
perform the necessary procedures. 
2.146 The auditor should also be guided by the standards for related 
party transactions discussed in SAS No. 45, Omnibus Statement on Auditing 
Standards—1983, "Related Parties," and in FASB Statement No. 57, Related 
Party Disclosures. 
Income From Securities 
2.147 The auditor should select an acceptable method for testing invest-
ment income. Acceptable methods may include testing a sample of dividends 
and interest earned during the period, applying analytical procedures, or a 
combination of those methods. For example, in the auditor's tests of purchases 
and sales, the auditor may check the income for the entire year from the 
securities selected or, in conjunction with other procedures, may select an 
interim period and test the income earned during that period from a repre-
sentative sample of securities. The auditor should consult independent finan-
cial reporting services to determine the ex-dividend and payable dates and the 
rates for the securities selected for testing. Interest payment dates and rates 
are also available from those services. The auditor should test the amortization 
of discounts on short-term discount securities, which generally are amortized 
to accrue interest income ratably over the periods to maturity. 
2.148 In connection with his detailed testing, the auditor should consider 
unusual amounts of dividends (such as dividends in arrears) or interest (such 
as defaulted interest) received during the period under audit that may require 
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special disclosure. The auditor should be satisfied that the accounting is proper 
for significant income from noncash dividends. The auditor should review the 
investment schedule at the date of the financial statements for nonincome-pro-
ducing securities, as that term is defined in Regulation S-X, to determine 
whether such securities are identified in the schedule of portfolio securities in 
filings with the SEC. The auditor should test the company's determination of 
the tax status of dividend income. 
2.149 Investment income from sources other them dividends or interest 
normally should be disclosed separately. The nature and significance of such 
items determine the extent of auditing procedures required. 
Net Asset Value 
2.150 The auditor's tests of net asset value as computed on the company's 
price makeup sheet at the financial statement date and on selected interim 
dates should normally include procedures that— 
а. Compare against the investment ledger the quantities and descrip-
tions of portfolio securities owned. 
b. Trace quoted market prices to independent sources and to supporting 
documentation for investments stated at fair values, as determined 
by the board of directors.66 
c. Test the clerical accuracy of valuation extensions and footings. 
d. Reconcile amounts of assets and liabilities to the general ledger 
accounts. (If it is impractical to post daily in the general ledger, a 
company may use worksheets instead; if they do, the worksheets 
should be reconciled to the general ledger at the nearest month-end 
or other closing date.) 
e. Review the reasonableness of income and expense accruals. 
f. Reconcile the number of shares outstanding to the capital stock 
accounts in the general ledger or substitute worksheet. 
g. Calculate the net asset value per share by dividing the difference 
between total assets and total liabilities by the number of shares 
outstanding. 
2.151 The extent of the auditor's tests of net asset value computations 
depends on, among other factors, the auditor's assessment of control risk. 
Valuation of Securities 
2.152 The auditor should test all portfolio valuations as of the date of the 
financial statements.66a In addition, because periodic computations of net 
asset value are based on portfolio valuations, the auditor should test transac-
tions on dates selected from the period under examination for agreement with 
the values computed by the company. The extent of those tests should be based 
on the auditor's judgment and on his or her assessment of control risk. 
2.153 The methods used to value investment securities are usually fixed 
in the bylaws or by action of the board of directors. The methods used by 
registered investment companies should conform with the 1940 Act. The 
auditor should determine whether the valuation method used conforms with 
the company's stated policy and, if applicable, with the rules of regulatory 
66 SEC, Codification of Financial Reporting Policies, section 404.03.C requires testing of all 
valuations. 
66a Ibid. 
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authorities. If values have been based on prices on a national securities 
exchange or on the over-the-counter market, the auditor should compare the 
values used to quotations provided by a reliable quotation service such as 
NASDAQ, a financial publication, or another independent source. There are 
situations in which it may be necessary to obtain quotations of prices from 
more than one independent source. If the auditor finds that the quotations 
tested for the valuation date differ significantly from the values used, he or 
she may wish to obtain further quotations at a previous or subsequent date 
or dates or consider having the security valued by the board of directors. 
2.154 The fund's management is responsible for determining values of 
portfolio securities in accordance with the fund's policies. Most tax-exempt 
municipal bond funds use bond dealers or other pricing services to value their 
portfolios for a fee. If such agents are used, the auditor should consider whether 
control activities maintained by the fund or by the pricing service provide 
reasonable assurance that material pricing errors would be prevented or 
detected. Such control activities might include— 
• Checking methods used by the pricing service to obtain daily quotations. 
• Verifying daily changes of individual securities prices in excess of a 
stipulated percentage. 
• Verifying dealer quotations with other dealers on a test basis. 
• Maintaining a comparison of actual sales prices with the value as-
signed for the preceding day. 
2.155 The auditor might consider obtaining independent quotations from 
dealers or visiting the pricing service's facilities to review the procedures used 
to determine values. If the pricing service engages an independent auditor to 
report on its controls, the auditor should consider using the service auditor's 
report following the guidance in SAS No. 70, Reports on the Processing of 
Transactions by Service Organizations. 
2.156 If the investment company uses matrix pricing to determine fair 
value, the auditor should do the following on a test basis: 
a. Review the matrix used. 
b. Determine that the results have been reviewed for reasonableness. 
c. Compare sales proceeds from securities sold during the year to the 
value used on several days before the sale. 
2.157 In addition, the auditor should consider using a second matrix and 
obtaining quotations from market makers, both for comparison. 
2.158 The independent auditor does not act as an appraiser for security 
values estimated in good faith by the board of directors, and is not expected to 
substitute his or her judgment for that of the fund's directors. Instead, the 
auditor should review the company's procedures for its continuing appraisal of 
such securities, determine whether the methods established for valuation are 
followed, and make certain that these methods have been reviewed and ap-
proved currently by the board of directors. The auditor should review the 
procedures applied by the directors in valuing such securities, and inspect the 
underlying documentation to determine whether the procedures are reason-
able and the documentation appropriate for that purpose. The auditor should 
also become familiar with the provisions of the SEC's financial reporting 
releases on this subject, especially section 404.03. 
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2.159 Good faith security value estimates may present the auditor with 
unique reporting problems. As previously discussed, securities should be 
stated in financial statements at amounts that represent what could have been 
realized on a current sale. In the absence of a bona fide offer to buy, those 
amounts are generally not determinable for securities that do not have readily 
ascertainable market values. The board of directors' fair valuation procedures 
are designed to approximate the values that would have been established by 
market forces and are therefore subject to uncertainties. 
2.160 A matter involving an uncertainty is one that is expected to be 
resolved at a future date, at which time conclusive evidential matter concern-
ing its outcome would be expected to become available. Conclusive evidential 
matter concerning the ultimate outcome of uncertainties cannot be expected to 
exist at the time of the audit because the outcome and related evidential matter 
are prospective. In these circumstances, management is responsible for esti-
mating the effect of future events on the financial statements, or determining 
that a reasonable estimate cannot be made and making the required disclo-
sures, all in accordance with GAAP, based on management's analysis of 
existing conditions. Absence of the existence of information related to the 
outcome of an uncertainty does not necessarily lead to a conclusion that the 
evidential matter supporting management's assertion is not sufficient. Rather, 
the auditor's judgment regarding the sufficiency of the evidential matter is 
based on the evidential matter that is, or should be, available. If, after consid-
ering the existing conditions and available evidence, the auditor concludes that 
sufficient evidential matter supports management's assertion about the nature 
of a matter to support matter involving an uncertainty and its presentation or 
disclosure in the financial statements, an unqualified opinion ordinarily is 
appropriate. If the auditor is unable to obtain sufficient evidential matter to 
support management's assertions about the nature of a matter involving an 
uncertainty and its presentation or disclosure in the financial statements, the 
auditor should consider the need to express qualified opinion or to disclaim an 
opinion because of a scope limitation. A qualification or disclaimer of opinion 
because of a scope limitation is appropriate if sufficient evidential matter 
related to an uncertainty does or did exist but was not available to the auditor 
for reasons such as management's record retention policies or a restriction 
imposed by management. 
2.161 If the audit discloses that the valuation procedures used by the 
board of directors are inadequate or unreasonable, or that the underlying 
documentation does not support the valuations, the auditor's opinion should be 
modified for lack of conformity with generally accepted accounting principles. 
The modification would include the phrase "except for." Depending on the 
significance of the misstatement to the financial statements, the auditor may 
determine that an adverse opinion is appropriate. 
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Chapter 3 
Capital Accounts 
3.01 Chapter 3 deals primarily with operations, controls, and accounting 
and auditing matters affecting the capital accounts of open-end investment 
companies. Most transactions affecting the capital accounts of closed-end 
investment companies can be accounted for and audited similarly to other 
commercial enterprises. 
Operations and Controls 
Distributors 
3.02 As stated in chapter 1, a separate distributor organization, often 
referred to as the principal underwriter, sells shares of a load fund. Many 
no-load funds sell their shares directly to the public. The operations of distribu-
tors vary somewhat, so their accounting control requirements vary. Wholesale 
distributors sell shares to retail broker-dealers, who sell them to individual 
investors. Retail distributors sell shares directly to individual investors. In 
wholesale distributions, the commission, known as the load, is divided between 
the distributor and the broker-dealer; in retail distributions, the distributor 
retains the entire commission. In each of those transactions, the salesman 
selling the shares receives a portion of the commission. The salesman may be 
an independent contractor or an employee of the distributor or the retail 
broker-dealer. Some distributors are principals in the sales; they buy the 
shares from the fund and sell them to the investor or the broker-dealer. Other 
distributors are agents in the sales, which are made directly by the fund to the 
broker-dealer or the investor. 
3.03 Sales commission rates on mutual funds generally decline as the 
amount of the sale increases. Some funds offer a letter of intent, right of 
accumulation, or other arrangement entitling a purchaser to a reduced sales 
charge based on the purchaser's aggregate purchases of fund shares. 
3.04 The auditor should become familiar with arrangements for reduced 
sales charges, as described in the fund's prospectus. 
Orders to Purchase or Repurchase 
3.05 The fund or its agent—that is, transfer agent or principal under-
writer—may receive orders from broker-dealers and individuals by telephone, 
wire, or mail to purchase mutual fund shares. Acceptance of orders is based on 
satisfactory credit checks and compliance with qualification requirements of 
the Blue Sky laws of the various states. Purchase orders not accompanied by 
cash payments require settlement within the normal period for settling pur-
chase transactions. 
3.06 The transfer agent commonly holds book shares on deposit in the 
name of an investor, though the investor may receive a stock certificate on 
request. Stock certificates generally are issued only in whole-share amounts; 
book shares may be maintained in fractional shares. 
3.07 Investors buy at an offering price, which, for load funds, consists of 
the net asset value received by the fund plus a sales charge received by the 
principal underwriter. Investors generally redeem at net asset value, though 
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in some instances a fund may charge redemption fees, which, to the extent 
received by the fund, are usually credited to capital. Orders accepted by the 
fund or its agent are executed at prices based on the net asset value per 
share that is first computed after the order is accepted (forward pricing)67 and 
are time-stamped when received to substantiate the price. Funds have adopted 
a variety of ways for shareholders to redeem their shares, including the use of 
debit cards, automatic teller machines, check writing, wire orders, and tele-
phone redemption procedures. The auditor should become acquainted with the 
particular methods described in the fund's prospectus. Confirmations of share 
transactions are sent to investors. 
3.08 Accurate recording of sales and repurchases of fund shares depends 
on the adequacy of the distributor's, the fund's, and the transfer agent's 
controls over order processing.68 The accuracy of the information about the 
investor, the number of shares, and dollar amount, which is on the order 
tickets, depends mainly on the reliability of the distributor's information. 
3.09 Certain types of funds, particularly money market funds, sell or 
repurchase a large volume of shares in periods of fluctuating interest rates. 
The number of shares sold or repurchased may be affected by the fund's 
requirements for minimum account balances or minimum transaction 
amounts. The transfer agent's accounting controls over such activities as check 
writing, wire transfers, and telephone redemptions should be adequate to 
support periods of heavy volume. 
3.10 The fund is responsible for establishing criteria for honoring re-
demptions. Funds usually do not honor redemptions unless purchases by 
personal check were made a prescribed number of days before redemption or 
purchases were made by federal funds. One control procedure should provide 
for identification in all accounts of amounts and dates of purchases by personal 
checks. 
3.11 The basic accounting data about capital account transactions are 
recorded in sales and repurchase journals. In addition, to meet SEC disclosure 
requirements and state Blue Sky regulations, the sales journal may contain 
the source of the order by dealer (generally load funds only), sales statistics by 
area, the size of the order, and other share data. 
Cancelation of Orders 
3.12 A sale or repurchase occasionally may be canceled by an investor or 
broker-dealer before the settlement date. A change in net asset value per share 
between the sales date and the cancelation date results in a gain or loss to the 
fund. If a distributor is involved, and cancelation results in a loss, the distribu-
tor bears the loss or collects cash from the broker-dealer in the amount of the 
loss. If the cancelation results in a gain, the distributor may accrue the gain to 
offset losses from future cancelations and periodically settle the next losses 
with the fund. If no distributor is involved, as when a fund sells its shares 
directly to investors, the fund should consider refusing to accept sales orders 
not accompanied by payment, unless a responsible person has indemnified the 
fund for the failure to pay. Except for preauthorized expedited redemption 
procedures, the fund should also consider accepting orders for repurchases only 
if the stock certificates or written requests for book shares are properly endor-
67 Rule 22c-1 of the 1940 Act. 
68 Although the terms repurchase and redemption may have different legal meanings, they are 
used interchangeably in this guide, and are defined in the glossary. 
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sed and the signatures guaranteed by an appropriate organization, unless 
indemnified by a responsible person against failure to complete the transac-
tion.69 
Stock Transfers 
3.13 Because of the continual sale and repurchase of fund shares, stock 
transfers are an integral part of a mutual fund's operations and are more 
complex than stock transfers of usual commercial entities. The records for total 
shares outstanding, total shares issued, and detailed shareholder accounts are 
kept current at all times. Mutual fund stocks generally are transferred by 
in-house operation (an affiliated company of the fund's manager or distribu-
tor), the separate department of a bank, or an independent servicing agent. 
The basic operations of all funds are the same; however, depending on the type 
of agent, the methods used by the funds or their managers to control stock 
transfers vary. 
3.14 A fund and its distributor depend on information provided by the 
transfer agent's daily statement to record, in their records, sales and redemp-
tion orders sent by investors directly to a transfer agent. The transfer agent's 
daily statements show the day's activity both in shares and in dollars and 
should be reconciled to the fund's records to promptly identify and satisfacto-
rily account for differences. A significant difference in the number of shares 
outstanding could affect net asset value per share. 
3.15 Cash to settle transactions received by the fund, its distributor, or its 
transfer agent is forwarded to the custodian bank. Cash for redemptions 
usually is disbursed by the transfer agent to the investor or broker-dealer. 
Under arrangements in which the distributor and the fund do not handle cash, 
the fund depends on the transfer agent to provide information on paid and 
unpaid sales and repurchases. Sales of stock usually are settled within ten 
days, and redemptions usually within seven days. Either the transfer agent or 
the fund manager, depending on the arrangement, follows up on delinquent 
accounts receivable and unpaid repurchase orders. 
3.16 The fund should determine that the number of outstanding shares 
shown on the fund's general ledger and the transfer agent's control account 
agree, and that the detailed shareholder accounts are posted currently. Items 
that require close attention include transactions in the control account not yet 
applied to the detailed shareholder accounts (suspense accounts) and errors in 
posting to individual shareholder accounts, including postings to incorrect 
accounts. To maintain proper control over those areas, it may be necessary for 
the fund to periodically review the transfer agency operation on site in addition 
to monitoring it continuously. The review often includes an inspection of the 
file containing shareholders' correspondence and inquiries; this file must be 
maintained by the company or its transfer agent. A significant volume of 
complaint letters may indicate problems in the detailed shareholder accounts. 
3.17 A shareholder in an investment company generally may choose to 
receive distributions from investment income and net realized gains from 
securities transactions in cash or in additional capital shares. Such payments 
are usually made by the transfer agent. Internal Revenue Service regulations 
may require tax withholding on certain distributions. In addition to distribut-
ing cash or shares, the transfer agent generally is responsible for preparing 
and mailing annual distribution taxability notices to all shareholders. To be 
sure of proper handling, the fund should transmit such information to the 
transfer agent on a timely basis. 
69 SEC Release No. 6366 under the 1940 Act. 
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3.18 Money market funds generally declare and accumulate distributions 
daily for each account and usually distribute them in cash or additional shares 
monthly. The fund or its transfer agent mails periodic confirmation statements 
to the shareholders showing the cash distribution or additional shares credited 
to the account. 
3.19 Accounting for treasury stock is significant for commercial entities 
and for certain closed-end investment companies. It is less important to mutual 
funds because only the total number of shares outstanding is relevant in their 
financial statements, and the number of shares previously repurchased by a 
fund is important only in connection with certain requirements of regulatory 
authorities. The SEC as well as state authorities have varying requirements 
for registration of shares sold in their respective jurisdictions. Sections 24e and 
24f of the 1940 Act permit retroactive registration, under the 1933 Act, of 
shares sold in excess of shares registered, and also permit registration of an 
indefinite number of shares. A fund therefore needs to keep adequate records 
of the number of shares registered and the number and dollar amounts of 
shares sold in various jurisdictions. It also needs to make the required filings 
within the time permitted under regulatory statutes. 
3.20 The 1940 Act specifies certain record-keeping requirements, and the 
SEC's staff periodically inspects the records for compliance.70 
Accounting for Capital Share Transactions 
and Distributions 
3.21 Accounting for shareholder transactions of mutual funds generally 
is the same as accounting for commercial entities. Sales of fund shares are 
recorded daily by crediting capital stock for the par value of the stock to be 
issued and additional paid-in capital for the amount paid over the par value; 
repurchases are recorded daily by debiting those accounts. To maintain a 
constant amount of undistributed net investment income per share, some 
funds use equalization accounting, which is discussed in chapter 1. 
3.22 Investment income and realized gains on securities transactions and 
their distributions generally are accumulated in separate accounts. Proper 
recording of distributions depends on, among other things, proper recording of 
the number of outstanding shares. 
3.23 Because of the significance of the relationship between net asset 
value and the market price of the company's stock, most closed-end investment 
companies record the distribution liability on the ex-dividend date rather than 
on the declaration date. Open-end companies record the liability on the ex-divi-
dend date (in their case, the same as the record date) to properly state the net 
asset value at which sales and redemptions are made. 
3.24 Shareholders of investment companies that offer the right to rein-
vest distributions—that is, receive distributions in additional shares—usually 
notify the company at the time they make their first purchase of shares of their 
intention to accept cash or to reinvest future distributions. A company estab-
lishes a valuation date for reinvestment of a distribution. The valuation date 
is often the day after the ex-dividend date. For both closed-end and open-end 
funds issuing shares at net asset value, the valuation date is the date at which 
the issuance of additional shares must be recognized in the accounts. Although 
the payment date is significant to those receiving the distribution in cash, the 
70 Section 31 and rule 31a-1 of the 1940 Act. 
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valuation date is important to those electing to reinvest the distribution in 
additional shares. At the valuation date, the actual or, if necessary, estimated 
number of shares to be issued and the price per share for reinvestment are set. 
The total net assets reflect the total dollars reinvested and the additional 
shares outstanding resulting from the distribution reinvestment. 
Auditing Procedures 
Principal Audit Objectives 
3.25 The tests of the capital accounts (shareholder accounting) of a mu-
tual fund cover a broad area encompassing various aspects of transactions with 
shareholders. The principal audit objectives are to test that— 
a. The number of outstanding shares of capital stock at the audit date 
are properly stated. 
b. Procedures are satisfactory for determining the number of outstand-
ing shares used to compute daily net asset value per share. 
c. Procedures are satisfactory for determining the number of shares 
required to be registered under the 1933 Act. 
d. The receivable for capital stock sold and the payable for capital stock 
redeemed are properly stated. 
e. Distributions from investment income and net realized gains from 
securities transactions and their reinvestment are properly com-
puted and accounted for. 
f. Procedures are satisfactory for maintaining control over the record-
keeping for individual shareholder accounts. 
Consideration of Internal Control 
3.26 The independent auditor should become familiar with the following: 
a. The rules and regulations under the 1940 Act covering shareholder 
accounting, including pricing of fund shares and record-keeping 
requirements 
b. The fund's current prospectus, which states the fund's policies for 
accepting sales orders and redemption of fund shares 
c. Provisions of the agreement among the fund, its distributor, and 
those responsible for the stock transfer function 
d. State Blue Sky laws and the fund's control activities for monitoring 
compliance 
3.27 The auditor should understand the shareholder accounting and 
transfer function, whether performed by the fund or outside agents. (See the 
discussion in this chapter on third-party reviews of outside service organiza-
tions.) The auditor might consider reviewing the control activities for process-
ing of the following: 
а. Sales 
b. Repurchases 
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c. Reinvestments 
d. Payments of distributions 
e. Distributions of shares 
f. Correspondence 
g. Stock issuance 
h. Letters of intent 
i. Transactions subject to rights of accumulation 
j. Collections on sales and repayments for repurchases 
k. Cancelation of sales and repurchases 
l. Check writing and telephone redemptions 
3.28 If the controls for the above are implemented properly, the fund or 
its agent would be furnished promptly with the information required to properly 
process its shareholder records as required by the 1940 Act.71 The auditor 
might consider procedures for and controls over inactive accounts (for example, 
dormant or undeliverable). 
3.29 Administrative arrangements providing for such services as sub-
transfer agency and record-keeping may exist among the fund, its custodian, 
transfer agent, or underwriter. The auditor should review the contractual 
responsibilities under those arrangements to determine whether to review the 
control activities of the parties to those arrangements. 
3.30 Based on his or her understanding of internal control, the auditor 
may decide to obtain evidential matter about the effectiveness of both the 
design and operation of controls to support an assessment of control risk at a 
level lower than the maximum. Such evidential matter may be obtained from 
tests of controls. 
3.31 The auditor may select transactions throughout the audit period to 
test controls in— 
a. Retention of account applications. 
b. Time-stamping of order documents. 
c. Pricing at net asset value next computed. 
d. Approval for credit. 
e. Review and approval of daily transaction totals. 
For those assertions for which the auditor performs additional tests of controls, 
the auditor determines the assessed level of control risk that those tests will 
support. This assessed level of control risk is used in determining the appro-
priate detection risk to accept for those assertions and, accordingly, in deter-
mining the nature, timing and extent of substantive tests for such assertions. 
3.32 The independent auditor may wish to review schedules maintained 
by the fund of sales of shares in each state in connection with Blue Sky laws to 
test compliance with regulatory requirements or to determine that manage-
ment is monitoring such compliance. 
Examination of Transactions and Detail Records 
3.33 The independent auditor performs substantive tests of the capital 
accounts activity and balances based on a number of factors, including the 
assessed level of control risk. 
71 Rules 2a-4 and 31a-1 of the 1940 Act. 
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Sales and Repurchases of Fund Shares 
3.34 The independent auditor may wish to test whether details on the 
order form or other customer evidence used in processing a sale or repurchase 
agree with the copy of the confirmation form ultimately sent to the shareholder 
to confirm the sale or repurchase. Such tests should also determine that the 
transactions conform with the fund's prospectus and with the reinvestment 
and redemption options selected by the shareholder in his or her account 
application. 
3.35 Depending on the method used to repurchase shares, the auditor 
may examine shareholder requests, wire order forms, telephone tape record-
ings, telephone order forms, and copies of checks remitted to shareholders. 
3.36 The auditor should test totals of daily sales and repurchases of 
capital shares by comparing them to postings in the related journals. Capital 
stock outstanding for the days tested should be compared against the applica-
ble daily net asset valuation worksheets used as the bases for computing the 
net asset value per share. 
Settlement of Sales and Repurchase Transactions 
3.37 The independent auditor should become satisfied that procedures 
are in effect to determine that receivables for shares sold are collected and 
shares repurchased are paid promptly in accordance with regulatory require-
ments. Subsidiary trial balances of receivables and payables should be recon-
ciled with general ledger control accounts as of the audit date. The timely 
cancelation of sales and repurchases not settled within a specified time and the 
disposition of losses that may result should also be determined. 
Reconciliation of Shares Outstanding 
3.38 The independent auditor should become satisfied that the fund has 
reconciled its general ledger account for outstanding shares with reports of the 
transfer agent throughout the audit period and satisfactorily resolved all 
reconciling items. The independent auditor should examine the underlying 
support for the reconciling items to the extent considered necessary. 
3.39 At the audit date, the independent auditor should confirm shares 
outstanding directly with the transfer agent and should determine that the 
shares have been reconciled with the shares shown as outstanding in the fund's 
records. The independent auditor may sometimes consider it desirable or 
necessary to confirm outstanding shares directly with the shareholders. 
Dividends to Shareholders and Reinvestments 
3.40 Payments of dividends on capital stock may be tested to determine 
that payments in cash or in additional capital stock have been properly 
computed. Dividends based on long-term realized gains from security transac-
tions, except for a supplemental distribution of up to 10 percent of the original 
distribution, may not be paid more than once a year.72 Dividends should be 
reviewed for compliance with the 1940 Act. 
3.41 The independent auditor should review the board of directors' min-
utes for relevant dates and amounts of dividend declarations and should test 
whether shares outstanding on that date (ex-dividend date for open-end com-
panies), according to the fund's records, have been reconciled to information 
reported by the transfer agent. The total dividend should be recomputed (out-
72 Section 19 and rules 19a-1 and 19b-1 of the 1940 Act. 
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standing shares times rate) and compared against a notification from the 
dividend-paying agent, who is usually also the transfer agent. To test that the 
liability for a dividend selected for testing was recorded on the proper date, it 
should be traced to the general ledger and to the applicable daily net asset 
valuation worksheet. The computation of the number of shares to be rein-
vested, as reported by the dividend-paying agent, should be tested, and the 
portion of the dividend taken in shares should be compared against the capital 
stock accounts for agreement of both number of shares and dollar amounts. 
3.42 The computations for funds that declare dividends daily should be 
tested for selected dates throughout the period. 
Record-Keeping for Individual Shareholder Accounts 
3.43 Based on the assessed level of control risk for assertions that relate 
to the activities of the transfer agent or shareholder servicing agent, the 
auditor may wish to select some accounts to test the validity and proper 
documentation of transactions for name and address changes, share transfers 
to or from individual accounts, and transactions that are not routine. The 
auditor may find it desirable to confirm some shareholder accounts. 
Other Matters 
3.44 If equalization accounting (discussed in chapter 1) is in effect, the 
auditor may test the calculation of equalization amounts. 
3.45 Written complaints from shareholders received by the fund or trans-
fer agent should be reviewed on a test basis. A significant volume of complaints 
relating to pricing or incorrect calculations of shares issued may require the 
independent auditor to extend testing. 
3.46 The independent auditor may wish to confirm balances receivable for 
capital stock sold and balances payable for capital shares to be redeemed by 
the fund directly with the investor or the dealers who sell the fund's shares. 
Details of specific capital stock transactions may also be confirmed. Other 
normal alternative auditing procedures may be used to satisfy the auditor 
concerning receivables and payables for fund shares sold and redeemed. 
3.47 Management's representation letter should state that fund shares 
were sold and redeemed in accordance with the fund's prospectus, the SEC's 
rules and regulations, and state securities regulations. 
Third-Party Reviews of Outside Service Organizations 
3.48 When a fund uses a service organization, such as an outside transfer 
agent or custodian, transactions that affect the fund's financial statements are 
subject to controls that are, at least in part, physically and operationally 
separate from the fund. The relationship of the controls of the service organi-
zation to those of the fund depends primarily on the nature of the services 
provided by the service organization. For example, when those services are 
limited to recording fund transactions and processing related data, and the 
fund retains responsibility for authorizing transactions and maintaining re-
lated accountability, there is a high degree of interaction between the controls 
at the service organization and those at the fund. In those circumstances, it may 
be possible for the fund to implement effective controls for those transactions. 
3.49 When a service organization executes transactions for a fund and 
maintains related accountability (for example, a transfer agent receiving pur-
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chases and redemptions directly from investors), there is a lower degree of 
interaction and it may not be practicable for the fund to implement effective 
controls for those transactions. The degree of interaction, as well as the nature 
and materiality of the transactions processed by the service organization, are 
the most important factors in determining the significance of the service 
organization's controls to the fund's internal control. 
3.50 SAS No. 55, Consideration of Internal Control in a Financial State-
ment Audit, as amended by SAS No. 78, Consideration of Internal Control in a 
Financial Statement Audit: An Amendment to SAS No. 55, states that in all 
audits, the auditor should obtain an understanding of each of the five compo-
nents of internal control sufficient to plan the audit by performing procedures 
to understand the design of controls relevant to an audit of financial state-
ments, and whether they have been placed in operation. If a fund uses a service 
organization, certain controls of the service organization may be relevant to the 
fund's ability to record, process, summarize, and report financial data consis-
tent with the assertions in the entity's financial statements. Paragraphs 8 and 
9 of SAS No. 70, Reports on the Processing of Transactions by Service Organi-
zations, describe factors that an auditor should consider in determining the 
significance of the controls of the service organization to planning the audit. 
3.51 After obtaining an understanding of internal control, the fund's 
auditor assesses control risk for the assertions embodied in the account bal-
ances and classes of transactions, including those that are affected by the 
activities of the service organization. SAS No. 70 provides guidance on the 
auditor's assessment of control risk in such circumstances. SAS No. 70 states 
that if the user (fund's) auditor plans to assess control risk below the maximum 
for assertions that are affected by activities of the service organization, he or 
she should evaluate the operating effectiveness of the controls relevant to those 
assertions by obtaining a service auditor's report on controls placed in opera-
tion and tests of operating effectiveness or an agreed-upon procedures report 
or by performing tests of controls at the service organization. 
3.52 Although a service auditor's report on controls placed in operation 
and tests of operating effectiveness may provide a basis for assessing control 
risk below the maximum, it does not eliminate the responsibility of the fund's 
auditor to perform substantive tests. 
3.53 SAS No. 70 provides guidance on the fund auditor's considerations 
in using a service auditor's report. To evaluate a service auditor's report, the 
fund's auditor should follow that guidance. The fund's auditor may wish to 
discuss with the service auditor the scope and results of his or her work, 
including the definition of materiality, for a better understanding of the 
procedures and conclusions. 
3.54 The fund auditor should not make reference to the report of the 
service auditor as a basis, in part, for his or her own opinion on the fund's 
financial statements. The service auditor's report is used in the audit, but the 
service auditor is not responsible for auditing any portion of the financial 
statements at a specific date or for a specific period. 
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Chapter 4 
Taxes 
General Discussion of the Taxation of Regulated 
Investment Companies 
Introduction 
4.01 This chapter discusses in general terms the requirements of the 
Internal Revenue Code of 1986 (the Code), as amended, for qualification as a 
regulated investment company (RIC), the tax effects of such status, the excise 
tax on certain undistributed taxable income, and certain other federal tax 
matters affecting investment companies under part 1 of subchapter M of the 
Code.73 (Although many states and municipalities have adopted provisions 
similar to Subchapter M, a discussion of state and local taxes is beyond the 
scope of this chapter, as are the tax aspects of investment companies formed 
as partnerships.) In designing the detailed audit program, the auditor should 
refer to the latest Code, its regulations, rulings by the Internal Revenue 
Service (IRS), and applicable state laws to be certain that all requirements for 
qualification have been covered and to determine the need for accruing income 
or excise taxes. SOP 93-2, Determination, Disclosure, and Financial Statement 
Presentation of Income, Capital Gain, and Return of Capital Distributions by 
Investment Companies, provides guidance on financial reporting by investment 
companies for distributions to shareholders, including returns of capital. SOP 
93-2 is included as appendix J. 
4.02 This chapter is intended to be used as guidance to the auditor and 
should not be considered a detailed explanation of the Code, its regulations, or 
the various rulings issued by the IRS as ápplied to investment companies. In 
addition, the tax law is complex and changes constantly as a result of new 
legislation, regulations, rulings by the IRS, and court decisions. Thus, the 
auditor should be aware of such developments that occur subsequent to the 
publication of this guide and should apply the information in this chapter in 
that context. 
Taxation of a Regulated Investment Company's Taxable Income 
and Net Capital Gains 
4.03 An investment company that is organized as a corporation or as a 
business trust is taxable as a corporation and, as such, would be subject to 
federal income taxes and certain state and local taxes, as would any other 
domestic corporation. However, if the investment company is registered under 
the 1940 Act, it may elect to qualify for special federal income tax treatment as 
an RIC under the Code, which allows it to deduct dividends paid to sharehold-
ers.74 (See paragraphs 4.22 through 4.42.) A dividend for this purpose is defined 
as a distribution of current or accumulated earnings and profits (E&P). Quali-
fication as an RIC permits the investment company to avoid federal and most 
73 Part I of Subchapter M consists of sections 851 to 855 and 860 of the Code, as amended by the 
Revenue Reconciliation Act of 1993. 
74 Section 851(a) of the Code. 
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state taxes on the investment income and capital gains it earns and distributes 
to its shareholders. Thus, an investment company distributing all of its income 
to its shareholders would have no taxable income and, therefore, no tax 
liability. If an investment company fails to qualify as an RIC, it will be taxed 
as a regular corporation, and the deduction for dividends paid by the invest-
ment company will not be available. The ramifications of failure to qualify may 
extend beyond the income tax consequences, because even net asset values 
may have been improperly stated. 
4.04 Certain funds are organized as "series funds." A series fund includes 
several portfolios, each of which may have a different investment alternative. 
Series funds are required to treat each portfolio as a separate corporation for 
tax purposes.75 
4.05 In order to determine if an RIC has a federal income tax liability, 
investment company taxable income and net capital gain must be computed 
separately. Investment company taxable income begins with regular taxable 
income and is adjusted for the following: 
a. Net capital gain (that is, the net long-term capital gain for the taxable 
year in excess of the net short-term capital loss for such year) is 
excluded76 
b. Net operating losses are not allowed as a deduction77 
c. The corporate deduction for dividends received is not allowed78 
4.06 Note that although investment company taxable income excludes 
net capital gain, it includes net short-term capital gain in excess of net 
long-term capital loss. A net capital loss may be carried forward by an RIC to 
eight succeeding taxable years, but it may not be carried back. Capital losses 
that are carried forward are treated as short-term capital losses in the year to 
which they are carried and reduce capital gains that arise in such year. An RIC 
is prohibited from claiming a net operating loss deduction. An investment 
company, especially a new one, may incur a net investment loss in excess of 
short-term gains that it cannot use if it elects to be an RIC in succeeding years. 
4.07 In order for an RIC to avoid paying any federal income taxes, it must 
distribute ordinary dividends to shareholders sufficient to offset investment 
company taxable income and capital gain dividends sufficient to offset net 
capital gain. 
4.08 The RIC's investment company taxable income may be reduced to 
zero by dividends paid to shareholders from an RIC's E&P other than capital 
gain dividends and exempt-interest dividends. The RIC's net capital gain may 
be offset by a capital gain dividend that is designated as such by the RIC to its 
shareholders in a written notice mailed within 60 days of the close of the RIC's 
taxable year in which such dividend is paid.79 An RIC may not reduce its net 
capital gain by dividends that have not been designated as capital gain 
dividends. Accordingly, even though an RIC may have fully distributed its 
investment company taxable income and net capital gain, it may be subject to 
tax on its net capital gain if the dividends have not been properly designated. 
Distributions to shareholders are discussed in more detail in paragraphs 4.43 
through 4.53. 
75 Section 851(h) of the Code. 
76 Section 852(b)(2)(A) of the Code. 
77 Section 852(b)(2)(B) of the Code. 
78 Section 852(b)(2)(C) of the Code. 
79 Section 852(b)(3)(C) of the Code. 
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4.09 An investment company that does not meet all of the RIC qualifica-
tion requirements in a taxable year will be taxed as a regular corporation for 
that year as follows: 
a. A regular corporation that elects to qualify as an RIC will be subject 
to a corporate level tax on its net unrealized gains as if its assets had 
been sold on the day before the first day of the fiscal year that the 
corporation qualifies to be taxed as an RIC.80 This general rule is 
designed to prevent regular corporations with appreciated assets 
from qualifying as an RIC, selling the assets at a gain, an avoiding 
corporate-level tax by distributing all income to the shareholders of 
the RIC. 
b. From the general rule discussed above, it might appear that an RIC 
that is disqualified in one taxable year but qualifies the next year 
would owe a corporate-level tax on its net unrealized gains. However, 
an exception to the general rule is provided that states that a 
previously qualifying RIC that fails to meet the requirements of the 
RIC tax provisions for a single taxable year generally will not be 
required to recognize net unrealized gain if it "re-qualifies" in the 
immediately succeeding tax year.81 
c. A corporation that accumulates E&P in a year in which it is not taxed 
as an RIC is required to distribute such E&P before the end of its 
RIC year if it wishes to be taxed as an RIC in such year. This also 
includes non RIC E&P acquired in a tax-free reorganization occur-
ring before December 22,1992 81a 
Taxation of Shareholders 
4.10 A dividend is a distribution from the current year's E&P or E&P 
accumulated in prior years. E&P is determined by adjusting taxable income for 
items that constitute economic income or deduction even though they do not 
affect taxable income.82 Examples of these adjustments include tax-exempt 
income or federal income taxes. Expenses related to tax-exempt income and 
capital loss in excess of capital gain arising in a taxable year do not reduce 
current E&P.83 
4.11 Distributions from an RIC are reported to shareholders on Form 
1099-DIV as: 
a. Dividends, to the extent of the RIC's current or accumulated E&P 84 
and 
b. Non-taxable distributions (that is, return of capital), to the extent 
that such distributions paid within a fiscal year exceed the RIC's 
current and accumulated E&P.85 
4.12 If an RIC has made distributions in excess of its current and accu-
mulated E&P, it is required to answer the question on Form 1120-RIC appro-
priately, file Form 5452 with its Form 1120-RIC, and report the taxable and 
non-taxable components on Form 1099-DIV. 
80 IRS Notice 88-19, 1988-1 C.B. 486. 
81 IRS Notice 88-96, 1988-2 C.B. 420. 
81a Regulation 1.852-12 of the Code. 
82 Section 312 of the Code. 
83 Section 852(c) of the Code. 
84 Section 301(c)(1) and section 316 of the Code. 
85 Section 301(c)(2) of the Code. 
AAG-INV 4.12 
60 Investment Companies 
4.13 A dividend from investment company taxable income may qualify in 
whole or in part for the dividends received deduction available to corporate 
shareholders. Only a portion of the dividends paid by the RIC may be eligible 
for the dividends received deduction if the qualifying dividends received by the 
RIC are less than the RIC's net income (see appendix C, part II). 
a. For equity securities acquired after March 1, 1986, a dividend does 
not qualify for the dividends received deduction if the stock on which 
the dividend was paid is held for less than 46 days (91 days for certain 
preferred stock). All the holding period suspension provisions in the 
Code relating to diminution of risk of loss apply in determining the 
46-day period.86 
b. The portion of the dividend qualifying for the dividends received 
deduction must be designated in a written notice mailed to the 
shareholders within 60 days after the end of the RIC's tax year in 
which the dividend was paid.87 
4.14 If, at the end of an RIC's tax year, at least 50 percent of the value of 
its assets is invested in stock or securities of foreign corporations, the RIC may 
elect to "pass through" to its shareholders the foreign income taxes that it has 
paid during the year as well as the foreign source income earned by the fund.88 
a. An RIC that makes this election is not entitled to a tax deduction for 
the expense or a foreign tax credit. However, the fund is entitled to 
treat the foreign taxes passed through to shareholders as a deemed 
dividend (that is, as part of the dividends-paid deduction). 
b. Shareholders must report as taxable income the gross income re-
ceived from the RIC (increased by foreign taxes), and are entitled to 
either a foreign tax credit (subject to certain limitations) or a deduc-
tion (subject to other limitations) for their allowable share of foreign 
taxes paid by the RIC.89 
c. If an RIC does not qualify to pass through the foreign taxes to 
shareholders, the taxes are deductible by the RIC in determining its 
investment company taxable income. 
d. The source of the income (by country) and foreign taxes must be 
designated by the fund in a written notice to its shareholders mailed 
within 60 days after the end of the RIC's tax year in which the 
dividend was paid.90 
4.15 An RIC that at the end of each quarter of its taxable year has at least 
50 percent of its assets invested in tax-exempt obligations is eligible to distrib-
ute exempt-interest dividends to its shareholders. Exempt-interest dividends 
received by a shareholder are treated as tax-exempt income.91 
a. The maximum amount identified as exempt-interest dividends can-
not exceed the net tax-exempt interest earned by the fund. This 
requires a reduction of tax-exempt interest income for the amortiza-
tion of premium on tax-exempt bonds in the portfolio as well as for 
86 Section 246(c) of the Code. 
87 Section 854(b)(2) of the Code. 
88 Section 853(a) of the Code. 
89 Section 853(b)(2) of the Code. 
90 Section 853(c) of the Code. 
91 Section 852(b)(5) of the Code. 
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fund expenses attributable to the production of its tax-exempt inter-
est income. An RIC's allowable deductions must be allocated between 
its taxable and tax-exempt income. (Capital gains are excluded from 
this calculation.) The only acceptable basis for allocation appears to 
be the ratio of tax-exempt income to gross investment income (tax-
exempt plus taxable).92 The required amortization of premium on 
tax-exempt bonds must be allocated to the tax-exempt income.93 
b. If distributions exceed net tax-exempt interest income and taxable 
income (if any), the excess will be taxable to shareholders as ordinary 
dividends to the extent of expenses allocable to exempt-interest 
income. Any additional distributions will constitute a return of 
capital. 
c. If a fund is not qualified to pay exempt-interest dividends, it may 
still qualify as an RIC if it meets the other applicable tests. However, 
its distributions will be fully taxable to its shareholders. 
d. Net gain or loss realized on the sale of tax-exempt securities is 
treated as capital gain or loss, unless the market discount rules 
apply, in which case a portion of the gain may be ordinary taxable 
income 
e. An exempt-interest dividend must be designated as such in a written 
notice mailed to shareholders not later than 60 days after the end of 
the RIC's tax year in which the dividend was paid.94 
f. If a shareholder receives an exempt-interest dividend and sub-
sequently sells the RIC's shares held for less than six months at a 
loss, such loss is disallowed to the extent of the exempt-interest 
dividend received.95 
4.16 A capital gain dividend is any dividend designated as such in a 
written notice mailed to shareholders not later than 60 days after the end of 
the RIC's tax year in which the dividend was paid.96 
а. The amount so designated cannot exceed the excess of the net 
long-term capital gain over the net short-term capital loss for the 
year. 
b. A capital gain dividend is treated as a long-term capital gain by the 
shareholder regardless of the actual holding period of the stock. 
However, if the shares have been held six months or less, any loss on 
the sale of such shares will be long-term to the extent of any capital 
gain dividend received.97 
c. An RIC may retain all or any portion of its net capital gain and elect 
to have shareholders include the gain in their taxable income as 
though a capital gain dividend had been paid. In such a case, the RIC 
will pay corporate income tax (currently 35 percent) on the undistrib-
uted net capital gain within 30 days of its year end and notify 
shareholders within 60 days of the RIC's tax year end of the allocable 
92 Section 265(a)(3) of the Code. 
93 Section 171(a)(2) of the Code. 
94 Section 852(b)(5)(A) of the Code. 
95 Section 852(b)(4)(B) of the Code. 
96 Section 852(b)(3)(C) of the Code. 
97 Section 852(b)(4)(A) of the Code. 
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retained capital gain and related income tax paid. The gain is treated 
as long-term capital gain, and the tax is treated as a tax payment by 
the shareholders. Each shareholder is entitled to increase the basis 
of the shares by a percentage (currently 65 percent) of the deemed 
distribution. Notification must be provided to shareholders through 
Form 2439.98 
d. The RIC may also retain all or any portion of the net capital gain and 
pay the income tax thereon without notifying shareholders. In this 
situation, the shareholders will not include the capital gain as 
income, nor will they receive a credit for the taxes paid by the fund 
or an adjustment to the basis of their shares held. 
4.16a Under the Revenue Reconciliation Act of 1993, a noncorporate 
taxpayer can exclude from taxable income 50 percent of capital gains resulting 
from the sale of qualified small business stock held for more than five years. 
This provision is applicable to the shareholder of an RIC since the RIC is 
considered to be a pass-through entity and, as such, the RIC shareholder is 
considered to indirectly own the stock owned by the RIC. In order to qualify for 
this exclusion, the stock must be acquired directly by the taxpayer (or indi-
rectly, through the RIC in this case) at its original issuance after August 10, 
1993 and held by the RIC for more than five years. Gains eligible for this 
exclusion are limited to the greater of ten times the investor's basis in the stock 
or $10 million. Finally, the corporation (a C corporation) must meet certain 
definitional requirements in order for its stock to be considered qualified small 
business stock. The requirements for tracking specific shareholder invest-
ments which are eligible for the exclusion and non tax issues such as the limits 
on restricted securities may make it difficult for most RICs to take advantage 
of this provision. This provision is effective for stock issued after August 10, 
1993.98a 
Variable Contracts 
4.17 There are additional quarterly asset diversification tests to be met 
by RICs that are used as investment vehicles for variable annuity, endowment, 
and life insurance contracts. In general, a segregated asset account will be 
considered adequately diversified if— 
a. No more than 55 percent of total assets is represented by any one 
investment. 
b. No more than 70 percent of total assets is represented by any two 
investments. 
c. No more than 80 percent of total assets is represented by any three 
investments. 
d. No more than 90 percent of total assets is represented by any four 
investments. 
4.18 All securities of the same issuer, all interest in the same real prop-
erty project, and all interests in the same commodity are each treated as a 
single investment. Each governmental agency or instrumentality is treated as 
a separate issuer. 
4.19 The regulations provide a safe harbor for segregated asset accounts. 
In addition to the RIC diversification tests, the segregated asset account must 
also have no more than 55 percent of the value of its total assets invested in 
98 Regulation 1.852-9 of the Code. 
98a Section 1202 of the Code. 
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cash, cash items, government securities, and securities of other RICs in order 
to meet this safe harbor. Special rules apply to a segregated asset account with 
respect to a variable life insurance contract that invests in securities issued by 
the U.S. Treasury. 
4.20 Failure of the underlying segregated asset accounts (separate ac-
counts) to qualify will adversely impact the tax treatment of the variable 
annuity, endowment, or life insurance contracts. It will not directly impact the 
tax status of the RIC. However, it should be reviewed by the auditor and, if not 
passed, the impact on financial statement disclosure must be considered. 
4.21 Dividends that are received by a tax-exempt organization from an 
RIC generally are not considered unrelated business taxable income (UBTI) 
since the character of the income in the hands of an RIC (for example, rent or 
long-term capital gain) does not flow through to a tax-exempt shareholder. 
Similarly, income from the leveraged investments of an RIC, which would 
ordinarily result in UBTI, should not retain its character as debt-financed 
income when distributed to an exempt shareholder. However, if an RIC holds 
a residual interest in a real estate mortgage investment conduit (REMIC), a 
portion of the dividends paid to a tax-exempt shareholder may be considered 
UBTI. 
4.21a The Revenue Reconciliation Act of 1993 contains rules that will 
serve to recharacterize as ordinary income some or all of the gain from the 
disposition of property which is considered part of a "conversion transaction." 
A conversion transaction is defined to include a transaction which is function-
ally equivalent to a loan, such that substantially all of the return on the 
transaction is due to the time value of money. Additionally, a conversion 
transaction must meet one of the following four criteria: 
1. The transaction consists of property acquired with a substantially 
contemporaneous contract to sell such property or substantially 
identical property in the future, 
2. The transaction is a straddle, with the modification that an equity 
position can be part of the transaction, 
3. The transaction is marketed or sold as producing capital gains, or 
4. The transaction meets the requirements of a conversion transaction 
as provided in the regulations to be issued by the U.S. Treasury. 
The amount of the gain recharacterized to ordinary income is calculated as the 
amount of interest which would have accrued on the taxpayer's net investment 
in the transaction at a rate equal to 120 percent of the Applicable Federal Rate. 
This provision is effective for conversion transactions entered into after April 
30, 1993.98b 
Qualification Tests 
Requirements for Qualification 
4.22 To qualify as an RIC for tax purposes, an investment company 
generally must— 
a. Be a domestic corporation (or a business trust taxable as a corporation) 
registered for the entire taxable year under the 1940 Act.99 An invest-
98b Section 1258 of the Code. 
99 Section 851(a) of the Code. 
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ment company is registered upon filing its notification of registration 
on Form N-8A.100 Income earned prior to registration will cause a 
fund to fail to qualify as an RIC. 
b. Elect, if it has not previously done so, to be taxed as an RIC.101 To 
elect RIC status, an investment company prepares its tax return and 
computes taxable income in accordance with the provisions of sub-
chapter M. Once elected, the company's status is unchanged as long 
as the company continues to qualify under the Code. 
c. Meet the 90 percent gross income test. (See paragraph 4.24.) 
d. Meet the 30 percent gross income test. (See paragraphs 4.27 through 
4.32.) 
e. Meet certain requirements concerning diversification of its total 
assets at the end of each quarter of the taxable year. (See paragraphs 
4.33 through 4.39.) 
f. Distribute at least 90 percent of its investment company taxable 
income (which includes net short-term capital gains, if any) and net 
tax-exempt income for the taxable year. (See paragraphs 4.40 
through 4.42.) 
4.23 An RIC should keep a record of the computations supporting quali-
fication under the foregoing tests. (See appendix C.) 
90 Percent Gross Income Test (90 Percent Test) 
4.24 An RIC must derive at least 90 percent of its gross income from 
dividends, interest, income from securities on loans, and gains (without includ-
ing losses) from the sale or other disposition of stocks or securities or foreign 
currencies, or other income (including but not limited to gains from options, 
futures, or forward contracts) derived with respect to the RIC's investing in 
such stock, securities, or currencies.102 
a. The IRS may issue regulations that would exclude from qualifying 
income foreign currency gains that are not "directly related" to the 
RIC's principal business of investing in stock or securities (or options 
and futures with respect to stock or securities). However, when this 
provision was originally passed, the standard applied was foreign 
currency gains not "ancillary to" an RIC's principal business of 
investing in stock or securities. Apparently the U.S. Treasury be-
lieved that this standard was too loose and therefore proposed in 
1986 to tighten the standard to directly related. Although there is 
currently no formal guidance as to the definition of directly related, 
the standard industry interpretation assumes that the directly re-
lated test would be met when foreign currency gains are a result of 
either an investment in securities or a hedging activity used to reduce 
the currency risk in such securities. 
b. Gross income derived from a partnership should be treated by the 
RIC in the same manner as it would be if it were realized directly by 
the RIC for purposes of the 90 percent test.103 Thus, gross income 
100 Each series of a series fund will be considered a registrant for this purpose. 
101 Section 851(b)(1) of the Code. 
102 Section 851(b)(2) of the Code. 
103 Section 851(b) of the Code. 
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earned by a partnership other than that described in paragraph 4.24 
would be treated by an RIC partner as non-qualifying income. Such 
nonqualifying gross income would include income from real estate 
rental and oil and gas leasing activities as well as income from other 
trades or businesses. In addition, if an RIC invests in a real estate 
partnership that earns rental income, the RIC should include its 
share of the partnership's gross rental income for purposes of this 
test, regardless of whether it receives any cash distributions from the 
partnership during the year. 
4.25 Certain items require special treatment in calculating the 90 percent 
test. For example, tax-exempt interest on state or local obligations is included 
in gross income and is considered qualifying income. Gains from the disposition 
of options and futures contracts on securities and securities indices are also 
included as qualifying income. 
4.26 Other income, such as redemption fees, expense reimbursements, 
and lawsuit settlements, may require special consideration to determine the 
tax status of those items and their effect on the 90 percent test. The IRS has 
ruled that if in the normal course of its business an RIC receives a reimburse-
ment of investment advisory fees that was not the result of a transaction 
entered into to artificially inflate the RIC's qualifying gross income, such 
reimbursement would be considered qualifying income for pin-poses of the 90 
percent test. However, the ruling did not indicate whether income resulting 
from the reimbursement of expenses other than investment advisory fees 
would qualify.104 
30 Percent Gross Income Test (Short-Short Test) 
4.27 An RIC must derive less than 30 percent of its gross income from 
gains (without including losses) on the sale or other disposition of any of the 
following that have been held for less than three months: 
a. Stocks or securities 
b. Options, futures, or forward contracts 
c. Foreign currencies (or options, futures, or forward contracts on 
foreign currencies), but only if such currencies are not directly related 
to the company's principal business of investing in stock or securities. 
(The IRS has not yet defined directly related for this purpose.)105 
4.28 A short sale occurs when an RIC (or other taxpayer) enters into a 
contract to sell (deliver) a particular security. The RIC may or may not own the 
particular security that is to be delivered at the time the contract is entered 
into. In general, if the security to be delivered has been held for one year or less 
on the date of the short sale, or was acquired after the contract was entered 
into but before the closing (delivery) date, then any gain on the closing of the 
short sale is considered a short-term capital gain. In addition, the holding 
period of any substantially identical stock or securities (in an amount equal to 
that sold short) owned by the RIC that had not been held for more than one 
year at the time of entering into the short sale and had not been used to close 
such short sale will have its holding period forfeited. The holding period is 
considered to begin on the earlier of either the date of disposition of such prop-
104 Revenue Ruling 92-56. 
105 Section 851(b)(3) of the Code. 
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erty or the date of the closing of the short sale.106 The purchase of a put option 
is considered to be a short sale. The holding period rules discussed here could 
impact the short-short test.107 
4.29 Certain holding period rules are suspended when a straddle occurs. 
(See paragraphs 4.81 through 4.83.) Generally, these rules do not apply for 
purposes of the short-short test, unless short sale rules would otherwise apply. 
4.30 A "designated hedge" election provides for netting of increases and 
decreases in the value of positions that are part of such hedge during the period 
of the hedge for purposes of the short-short test. The rule is based on the theory 
that for hedging transactions, both the hedged and the hedging positions are 
properly considered to be a single investment. The netting rule applies both in 
determining the RIC's short-short gain and in computing the RIC's gross 
income for the numerator and denominator of the short-short test.108 
4.31 If an RIC disposes of a section 1256 contract (see paragraphs 4.99 
through 4.103) that it has held for less than three months, then the entire gain 
is short-short gain (not just 40 percent).109 
4.32 If an RIC recognizes gains from marking-to-market section 1256 
contracts at year end that it has held for less than three months, then such 
gains should not be considered as short-short gains (see above); however, it is 
possible that such gains may be included in gross gains (that is, included in the 
denominator). The law is not clear as to how to treat mark-to-market gains 
from section 1256 contracts in a prior year if the contracts are sold after year 
end but before they have been held for three months. 
50 Percent and 25 Percent Diversification Tests 
50 Percent Test 
4.33 At the end of each quarter of the taxable year, at least 50 percent of 
the value of the RIC's total assets must be represented by: cash and cash items; 
U.S. government securities; securities of other RICs; and other securities. 
4.34 For this purpose, "other securities" does not include investments in 
the securities of any one issuer that represent more than 5 percent of the value 
of the investment company's total assets or more than 10 percent of the issuer's 
outstanding voting securities.110 
25 Percent Test 
4.35 At the end of each quarter of its fiscal year, not more than 25 percent 
of an RIC's total assets may be invested in the securities of any one issuer, 
except for the securities of the U.S. government or other RICs. This require-
ment also prohibits investing more than 25 percent of the RIC's total assets in 
two or more issuers controlled by the RIC that are engaged in the same (or 
similar) or related trades or businesses.111 For that purpose, the RIC controls 
the issuers if it has 20 percent or more of the combined voting power.112 
4.36 For purposes of the diversification tests, the issuer of an option or 
futures contract generally is the corporation or government that issued the 
underlying security, except in the case of index instruments (options and futures 
106 Section 1233(b)(2) of the Code. 
107 Revenue Ruling 74-434,1974-2 C.B. 195. 
108 Section 851(g) of the Code. 
109 Private Letter Ruling 8823067. 
110 Section 851(b)(4)(A) of the Code. 
111 Section 851(b)(4)(B) of the Code. 
112 Section 851(c)(2) of the Code. 
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and options on futures based on stock or securities indices). The IRS has 
concluded that the "issuers" of an option on a stock index are the issuers of the 
stocks or securities underlying the index, in proportion to the weighting of the 
stocks or securities in the computation of the index, regardless of whether the 
index is broad based or narrow based.113 For example, futures contracts on 
GNMAs are considered to be government securities. 
4.37 Derivative instruments may be valued under guidelines established 
by the IRS, as follows: 
a. For naked futures contracts, the amount of the investment is the 
value of the contract, not the amount paid on margin, because the 
holder's liability is virtually unlimited and is related to the value of 
the futures contract.115 In futures contracts where the RIC holds 
deliverable securities (covered futures contracts), the securities 
should be counted only once for purposes of the diversification 
test.116 
b. For options, the amount depends on whether the RIC is the writer 
or the purchaser of the option. A purchaser acquires a right of 
exercise; a writer assumes an obligation to honor a purchaser's 
exercise, as follows: 
• If the RIC is the writer of a naked option, its potential loss is also 
unlimited, and the amount of the investment for the asset 
diversification tests is the value of the security on which the 
option was written.117 
• If the RIC is the writer of a covered call option, the value of the 
written call should not be included in the 50 percent or 25 
percent tests. To do so would result in double-counting the value 
of the covered security.118 
• If the RIC is the purchaser of an option, its potential loss is 
limited to the premium paid for the option, and the amount of 
the investment is the value of the option, not the value of the 
underlying security.119 
4.38 An RIC that meets the investment diversification requirements at 
the end of one taxable quarter (other than the first quarter of the first RIC 
taxable year) does not lose its status if it fails to satisfy those requirements in 
a later taxable quarter, provided the noncompliance is due neither in whole nor 
in part to the acquisition of a security or other property. If, as a result of an 
acquisition, an RIC fails to meet the diversification requirements, it may 
reestablish its status at the beginning of the quarter by eliminating the 
discrepancy between the diversification requirements and its holdings within 
30 days after the end of the quarter, using the security fair market values as 
of the end of the quarter.120 
4.39 Special rules apply to an investment company that qualifies as a 
venture capital investment company.121 
113 GCM 39708 (March 4, 1988). 
114 Private Letter Ruling 8529005. 
115 GCM 39316 (Dec. 21, 1984). 
116 GCM 39316 (Dec. 21, 1984). 
117 GCM 39316 (Dec. 21, 1984). 
118 GCM 39565 (Oct. 17, 1986). 
119 PLR 8453019; GCM 39316 (Dec. 21, 1984). 
120 Section 851(d) of the Code. 
121 Section 851(e) of the Code. 
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90 Percent Distribution Test 
4.40 An RIC must pay dividends (exclusive of capital gain dividends) 
equal to at least 90 percent of its investment company taxable income plus 90 
percent of its net tax-exempt income for the year. In addition, a corporation 
that has E&P from non-RIC years must distribute such E&P by the end of its 
first RIC year.122 
4.41 For purposes of the qualification tests, an RIC may elect to designate 
as applicable to the prior taxable year all or part of any dividends declared after 
the end of its taxable year. Such dividends must be declared before the due date 
for filing the corporate return, including any extensions. The dividends must 
be paid within 12 months after the end of the taxable year and not later than 
the date of payment of the first regular dividend after such declaration.123 
4.42 If an RIC does not distribute all of its investment company taxable 
income, even though it meets all of the qualification tests including the 90 
percent distribution test, it must pay corporate income taxes on the undistrib-
uted portion. Similarly, if the company fails to distribute its net capital gains, 
the company is subject to tax on the gains. 
Distributions 
Preferential Dividends 
4.43 A dividends-paid deduction is allowed only for payments that are pro 
rata, with no preference as to any share of stock compared with any other share 
of the same class of stock. If all or a portion of any distribution is found to be 
preferential, the entire distribution is disallowed as a dividends-paid deduc-
tion.124 
4.44 RICs may issue more than one class of stock. The principal tax issue 
arising with respect to this structure relates to whether or not the RIC has 
distributed preferential dividends to any of its shareholders. An RIC must 
allocate the various types of dividends it pays (such as tax-exempt interest, net 
capital gains, or the dividends-received deduction) proportionately among the 
classes of stock outstanding if more than one class of stock exists.125 No 
deduction for dividends paid will be permitted to the extent that an excess 
amount has been allocated to any one class. However, an RIC may specially 
allocate a type of income to a specific class of stock if it makes such non-
proportionate designation pursuant to a rule described in a registration state-
ment filed with the SEC before June 13, 1989. 
Distributions Made after Year End 
4.45 Dividends declared in October, November, or December of a year 
payable to shareholders of record in such month and actually paid during 
January of the following year must be treated as having been paid on December 
31 of the previous year for purposes of a dividend deduction for the RIC and 
income recognition for the shareholder.126 This rule applies for both income 
and excise tax purposes. 
122 Section 852(a)(1) of the Code. 
123 Section 855(a) of the Code. 
124 Section 562(c) of the Code; Regulation 1.562-2(a) of the Code. 
125 Revenue Ruling 89-81, 1989-1 C.B. 226. 
126 Section 852(b)(7) of the Code. 
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4.46 An RIC may elect to treat as having been paid in the prior fiscal year 
all or part of any dividends declared after the end of such taxable year. (See 
paragraph 4.41.) That is known as a throwback (or spillover) election. This 
election applies to regular dividends, capital gain dividends, and exempt 
interest dividends. It affects only the RIC and does not change the year in 
which distributions are reported by the shareholders. This election is available 
for regular tax purposes but does not apply for excise tax purposes. (See 
paragraphs 4.54 through 4.66.) 
Deficiency Dividend 
4.47 If a determination resulting from an IRS examination or court 
decision causes an increase in investment company taxable income, net capital 
gain, or a decrease in the deduction for dividends paid, the RIC may pay a 
deficiency dividend to protect its special status or avoid the payment of federal 
income tax.127 
4.48 Interest and penalties generally are asserted as part of the proce-
dure, which requires a payment within 90 days of the determination and the 
filing of a claim for deduction within 120 days of the determination.128 
Equalization Distributions 
4.49 An open-end investment company may use equalization accounting 
to prevent changes in the per share equity in its undistributed net income that 
may be caused by the continuous issuance and redemption of shares. Gross 
equalization debits for accounting purposes are conceptually similar to the 
income tax rules. However, the actual calculation for the income tax dividends-
paid deduction has several important differences, including ignoring contribu-
tions by purchasing shareholders (gross equalization credits)129 and treating 
dividends on a paid rather than payable basis.130 
a. Under the book equalization accounting method, which was first 
adopted in the 1930s, a portion of the proceeds a fund receives on the 
sale of a share is credited to an equalization account instead of 
paid-in-surplus. The amount credited to the equalization account is 
determined by dividing the sum of undistributed net investment 
income and the balance in the equalization account by the number 
of shares outstanding prior to issuing the share. The balance in the 
equalization account is equal to prior equalization credits from sales 
of fund shares less equalization debits on prior redemption of fund 
shares. Similarly, upon a redemption of fund shares, a portion of the 
redemption proceeds is charged, or debited, to the equalization 
account instead of paid-in-surplus. The amount charged to the 
equalization account also can be determined by dividing the sum of 
undistributed net investment income and the balance in the equali-
zation account by the number of shares outstanding prior to redeem-
ing the share. 
b. Although equalization credits increase undistributed net investment 
income for book purposes, they do not increase taxable income for tax 
purposes. Gain or loss is not recognized by corporations, including 
127 Section 860(a) of the Code. 
128 Section 860(c) of the Code. 
129 Private Letter Ruling 8722108. 
130 Regulation 1.301-1(b). 
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funds, on the receipt of money or other property due to the issuance 
of stock. This would include any amounts received by a fund on the 
issuance of shares that are charged to the equalization account for 
book purposes. As equalization credits are not treated as taxable 
income, they do not create tax E&P for a fund. Under federal 
corporate tax rules, distributions from a corporation are taxable only 
as dividends to the extent that they are paid out of a corporation's 
E&P. As funds generally are subject to the same corporate rules to 
determine the taxability of their distributions, they need E&P to 
distribute a taxable dividend. This requirement creates a potential 
problem for a growing fund. Although a fund can maintain its book 
undistributed net investment income per share by adopting equali-
zation accounting, it cannot avoid diluting its E&P per share when 
it issues new shares. 
4.50 An RIC is permitted to claim a dividends-paid deduction for the E&P 
associated with the redemption of shares (equalization debits).131 In general, 
industry practice treats equalization debits as a proportionate share of E&P 
realized through the date of the redemption of shares. Shareholders treat the 
entire redemption distribution as sales proceeds. 
4.51 While the theory of treating equalization payments as qualifying for 
the dividends-paid deduction is well established in the income tax rules, the 
method of calculating the E&P attributable to the redeemed shares is less 
clear. One should take care to ensure that the most recent IRS pronouncements 
have been considered if equalization debits are to be used. 
4.52 Equalization debits used as dividends are applicable to the regular 
distribution requirements as well as the excise tax distribution requirements. 
Capital Gain Dividends 
4.53 Any net capital loss or net long-term capital loss realized after 
October 31 generally is recognized in the next taxable year for purposes of 
designating capital gain dividends.132 
Excise Tax on Undistributed Income 
Introduction 
4.54 A non-deductible excise tax on undistributed income is imposed on 
an RIC to the extent that the RIC does not satisfy certain distribution require-
ments for a calendar year (as shown below). 
Measurement Periods 
4.55 To determine the excise tax, an RIC's income is categorized as 
ordinary income or as capital gain net income. 
4.56 Ordinary income is defined as all income of the RIC during the 
calendar year other than gains or losses from the sale of capital assets. 
4.57 Capital gain net income is the net of short-term and long-term gains 
and losses from sales or exchanges of capital assets computed for the one-year 
period ending on October 31. 
131 Revenue Ruling 55-416, 1955-1 C.B. 416. 
132 Regulation 1.852-11. 
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4.58 RICs with fiscal years ending in November or December may elect to 
determine their capital gain net income as of the end of that fiscal year.133 
Calculation and Elections 
4.59 No excise tax is imposed if the RIC makes sufficient distributions 
during the calendar year. The required distribution consists of the following: 
a. 98 percent of the ordinary income for the calendar year 
b. 98 percent of the capital gain net income for the one-year period 
ending on October 31 
c. 100 percent of the ordinary income or capital gain net income of the 
prior year that was not previously distributed.134 
4.60 Provided that the RIC distributes in aggregate an amount equal to 
the sum of the amounts listed above, the required distribution will be satisfied. 
4.61 Any overdistribution (other than a return of capital) from the prior 
year may be applied to the required distribution of the current year.135 
4.62 If an RIC retains a portion of its income and pays income tax on that 
amount, such amount will be treated as distributed for excise tax purposes.136 
Treatment of Certain Income 
4.63 Ordinary income is equal to investment company taxable income 
without regard to capital gains or losses. 
a. Tax-exempt interest is not included in ordinary income. 
b. Market discount, whether realized upon disposition or accreted cur-
rently, is treated as ordinary income using the calendar year meas-
urement period. 
c. Although foreign currency gains and losses are generally treated as 
ordinary income or loss, they are measured for this purpose using 
the October 31 capital gain measurement period. 
d. The allocable share of a partnership's ordinary income or loss (not 
the cash distribution from the partnership) is included in the ordi-
nary income measurement period that includes the year end of the 
partnership.137 
4.64 Capital gain net income includes both long-term and short-term 
capital gains and losses. 
a. The mark-to-market rules for section 1256 contracts, the wash sale 
rules and year-end straddle rules are applied using October 31 as a 
year end (or November 30 or December 31 if a fiscal year election is 
made).138 
b. Capital Loss carryovers computed using the excise tax measuring 
period may be used to reduced capital gain net income for purposes 
of the excise tax.139 
133 Section 4982(e)(4) of the Code. 
134 Section 4982(b) of the Code. 
135 Section 4982(c)(2) of the Code. 
136 Section 4982(c)(1) of the Code. 
137 Section 852(b) and section 4982(e)(1) of the Code. 
138 Tax Reform Act of 1986, H.R. Rep. No. 99-841, 99th Congress, 2d Sess. 243 (19). 
139 Tax Reform Act of 1986, H.R. Rep. No. 99-841, 99th Congress, 2d Sess. 243 (19). 
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c. Capital gain net income may be reduced (but not below net capital 
gain) by the RIC's ordinary loss for the calendar year.140 
Exemption for Certain Regulated Investment Companies 
4.65 Excise tax rules do not apply to an RIC if at all times during a 
calendar year each shareholder was either a qualified pension trust or a 
segregated asset account of a life insurance company held in connection with 
variable contracts. 
4.66 Shares owned by the investment advisor attributable to the "seed" 
money it contributed (up to $250,000) are not counted for this purpose.141 
Other Income Tax Considerations 
Dividends and Interest 
4.67 RICs record dividend income on the ex-dividend date for tax and 
accounting purposes.142 
4.68 If a dividend or other distribution received by an RIC represents a 
return of capital, the basis of the security is reduced for tax purposes. If the 
distribution exceeds the RIC's tax basis in the security, the excess is treated as 
capital gain.143 
4.69 Interest and original issue discount are accrued on a daily basis for 
tax and accounting purposes. However, there may be differences in book and 
tax accounting for interest and original issue discount (OID) related to troubled 
debt securities. 
Sales of Securities 
4.70 The cost of securities sold or otherwise disposed of may be either 
specifically identified or determined on a first-in, first-out (FIFO) basis; the 
average-cost basis is unacceptable for tax purposes. Identification procedures 
are prescribed in regulations.144 
4.71 A wash sale occurs on a sale of securities (including options) if the 
seller acquires or enters into a contract or option to acquire substantially 
identical securities within a period beginning 30 days before the date of the sale 
at a loss and ending 30 days after such date (a 61 day period). A loss resulting 
from such a transaction is not deductible for tax purposes; the amount of the 
loss increases the tax basis of the new security purchased, and the holding 
period of the new position includes the holding period of the original position. 
However, a gain on the same type of transaction is taxable, and the tax basis 
of the new security is not affected by the sale of the old security.145 
4.72 For Short Sales, see paragraph 4.28. 
Commissions 
4.73 Commissions related to purchases or sales of securities are not 
deductible but are added to the cost of the securities or offset against the selling 
price.146 
140 Section 4982(e)(2)(B) of the Code. 
141 Section 4982(f) of the Code. 
142 Section 852(b)(9) of the Code. 
143 Section 301(c) of the Code. 
144 Regulation 1.1012-1(c)(1). 
145 Section 1091 of the Code. 
146 Regulation 1.263(a)-2(e). 
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Bond Discount and Premium 
4.74 The rules concerning tax-exempt securities are as follows: 
а. Amortization of premium is mandatory. For bonds issued after 
September 27, 1985, the yield-to-maturity method must be used for 
this calculation. The tax basis of the security must be reduced by each 
year's amortization. Special rules apply if the bond is callable.147 
б. For non-stripped long-term bonds issued after September 3, 1982 
and acquired after March 1, 1984 that are issued with OID, the 
normal OID accretion rules apply (that is, current amortization is 
required using the effective interest method), except acquisition 
premium of a subsequent holder is ignored. Accreted OID constitutes 
tax-exempt income and is added to the tax basis of the security.148 
Obligations with a maturity of one year or less are treated like 
short-term taxable securities. (See paragraph 4.75.) 
c. For stripped bonds or stripped coupons purchased after October 22, 
1986 and before June 11, 1987, OID is the amount that produces a 
yield to maturity equal to the lower of the original coupon rate on the 
original bond, the yield to maturity at the bond's issuance, or the 
actual yield to maturity based upon the RIC's purchase price. For 
bonds acquired after June 10, 1987, OID may be partially taxable 
where the yield to maturity based upon the pin-chase price exceeds 
the original coupon rate and the original yield to maturity.149 
d. Market discount rules do not apply to tax-exempt securities acquired 
on or before April 30, 1993. The rules do apply to tax-exempt securi-
ties acquired after that date. See the discussion of the market 
discount rules as discussed in paragraph 4.75. 
4.75 The rules concerning taxable securities are as follows: 
a. Amortization of premium is elective. However, once elected, it is 
applicable to all bonds owned at the beginning of the year of election 
and to all subsequent acquisitions. For bonds issued after September 
27, 1985, the yield-to-maturity method must be used for the calcula-
tion. For bonds issued prior to September 28, 1985, any reasonable 
method of amortization is permitted. Additionally, for bonds ac-
quired after 1987, the premium amortization is recorded as an offset 
to interest income, whereas for bonds acquired between October 23, 
1986 and January 1, 1988, it is treated as interest expense. Special 
rules apply to callable and convertible bonds.150 
b. Accretion of OID on taxable obligations is generally mandatory and 
is treated as taxable interest income. OID is the excess of the stated 
redemption price at maturity of an obligation over its issue price. The 
basis of the obligation is increased to reflect the accrual of the 
discount.151 
The proper method for computing the accretion of OID on taxable 
obligations depends on when the obligation was issued. OID on 
corporate obligations issued after July 1, 1982 must be accreted using 
147 Section 171 of the Code. 
148 Section 1288 of the Code. 
149 Section 1286 of the Code. 
150 Section 171 of the Code. 
151 Section 1272 of the Code. 
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the constant interest method.152 OID on corporate obligations issued 
after May 27, 1969 but before July 2, 1982 must be accreted using 
the straight-line method.153 Accretion of OID on corporate bonds 
issued prior to May 28, 1969 is not recognized currently. However, 
any gain on the sale of such instrument is recharacterized from 
capital to ordinary, to the extent of the accrued discount. 
OID on government obligations issued after July 1, 1982 must be 
accreted using the constant interest method.154 Accretion of OID on 
such obligations that are issued prior to this date is not recognized 
currently. However, any gain on the sale is recharacterized from 
capital to ordinary, to the extent of the accrued discount.155 
The accrual period with respect to which OID is computed and 
compounded generally a one-year period for obligations issued before 
January 1, 1985 and a six-month period for obligations issued after 
December 31, 1984.156 
There are several exceptions that exempt certain obligations from 
the mandatory accretion rules. OID is not required to be accreted on 
short-term obligations (any debt instrument with a fixed maturity 
date not more than one year from the date of issue), U.S. savings 
bonds and obligations issued by a naturalized person before March 
21, 1984.157 Additionally, obligations with a de minimis amount of 
OID are treated as if they were not issued at a discount. De minimis 
discount is defined as one quarter of 1 percent of the stated redemp-
tion price at maturity, multiplied by the number of complete years 
to maturity. Special rules apply to certain obligations, collection of 
the principal of which may be subject to acceleration (for example, 
REMICs and CMOs).158 
c. A bond issued after July 18, 1984 and acquired on or before April 30, 
1993, which is purchased in the secondary market at less than par 
and has a fixed maturity that exceeds one year from the date of issue, 
and is neither a tax-exempt bond, a U.S. savings bond, nor an 
installment obligation, is a market discount bond. All bonds (taxable 
and tax-exempt) which are purchased in the secondary market at 
less than par and have a fixed maturity that exceeds one year from 
the date of issue other than a U.S. savings bond or an installment 
obligation acquired after April 30, 1993 are market discount bonds. 
When a bond has no OID, market discount generally is the difference 
between the purchase price and par. When OID exists, market 
discount is the difference between the purchase price and the revised 
issue price (which includes prior holders' OID accretion).159 
The market discount rules are applicable at the disposition of the 
related security and cause capital gain to be recharacterized as 
ordinary income.160 
152 Section 1272(a) of the Code. 
153 Section 1272(b) of the Code. 
154 Section 1272(a) of the Code. 
155 Section 1271(c) of the Code. 
156 Section 1272(a)(5) of the Code. 
157 Section 1272(a)(2) of the Code. 
158 Section 1272(a)(6) of the Code. 
159 Section 1276(b) of the Code. 
160 Section 1276(a) of the Code. 
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Such rules are inapplicable if the bond is sold at a loss. An election 
can be made to accrete market discount currently. This election is 
binding for the tax year in which it is made and in all subsequent 
years on all market discount bonds acquired during that year and all 
subsequent years. Market discount can be calculated on either a 
ratable or constant interest rate method depending upon the RIC's 
election. This is a bond-by-bond election.161 
Interest expense incurred to purchase or carry market discount 
bonds is deferred unless discount is accreted currently.162 
Market discount is deemed to be zero if the de minimis rule similar 
to the rule described in this paragraph applies. 
d. RICs must accrete acquisition discount (that is, the excess of the 
stated redemption price at maturity over the RIC's basis) on taxable 
short-term U.S. government obligations (obligations with a fixed 
maturity at issuance of not more than one year). The discount is 
accreted using the straight-line method.163 However, the RIC may 
make an irrevocable election to use the constant interest rate 
method.164 
For non-government short-term obligations, OID must be accreted 
currently using a straight-line method. An election is available to 
accrete acquisition discount instead of OID on these obligations.165 
Final OID regulations were recently issued and are effective for debt instru-
ments issued on or after April 3, 1994. 
Section 1256 Contracts 
4.76 There are certain financial instruments that are subject to the 
mark-to-market rule (that is, they are treated as sold on the last day of a 
taxpayer's taxable year) and to the 60/40 rule (which treats as long-term 60 
percent of any capital gain or loss from such deemed sale or an actual sale and 
treats 40 percent as short-term, regardless of how long the instrument has 
been held).166 The termination of a section 1256 contract will result in a taxable 
gain or loss if the RIC makes or takes delivery of the underlying property. If 
the RIC terminates a section 1256 contract by taking delivery of the underlying 
property, the tax basis of the property received is decreased or increased by the 
gain or loss recognized. These instruments may also be subject to the straddle 
rules discussed below. Additionally, foreign currency contracts and options and 
futures on foreign currency and options and futures on debt securities denomi-
nated in foreign currency may be subject to the rules of section 988 discussed 
below. 
4.77 The relevant instruments, which are referred to as section 1256 
contracts, are: 
a. Regulated Futures Contracts (RFC)—contracts with respect to which 
the amount required to be deposited and the amount that may be 
161 Section 1276(b) of the Code. 
162 Section 1277 of the Code. 
163 Section 1281 and section 1283(b)(1) of the Code. 
164 Section 1283(b)(2) of the Code. 
165 Section 1283(c) of the Code. 
166 Section 1256(a) of the Code. 
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withdrawn depends on a system of marking-to-market, and which 
are traded on or subject to the rules of a qualified board or exchange. 
b. Foreign Currency Contracts—contracts that require delivery of, or 
the settlement of which depends on the value of, a foreign currency 
that is a currency in which positions are also traded through RFCs; 
that is traded in the interbank market; and that is entered into at 
arm's length at a price determined by reference to the price in the 
interbank market. 
c. Non-equity Options—listed options that are not equity options. A 
listed option is any option (other than the right to acquire stock from 
the issuer) that is traded on (or subject to the rules of) a qualified 
board or exchange. Generally, non-equity options are options that 
are traded on or subject to the rules of a qualified board or exchange, 
except for options to buy or sell stock or options on specific stock 
indexes. But options on specific stock groups or stock indexes will be 
non-equity options if the Commodities Futures Trading Commission 
(CFTC) has in effect a designation of a contract market for such 
items, or the U.S. Treasury determines that such options meet the 
requirements for such a designation. For example, options on RFCs 
and debt securities are non-equity options.167 
Equity Options and Non-Listed and Non-Equity Options 
(Non-Section 1256 Contracts) 
4.78 For purchased options, if a put or call is sold or lapses, any gain or 
loss generally is long-term or short-term capital depending on the holding 
period of the option. If a call option is exercised, its cost is added to the 
taxpayer's basis of the securities purchased.168 If a put option is exercised, its 
cost reduces the amount of the proceeds received upon sale of the underlying 
securities.169 If, however, the put is acquired at a time when the underlying 
stock has been held for one year or less, then any gain upon termination of the 
put is short-term capital gain, and the holding period of the underlying stock 
may be forfeited through the date of termination of the put.170 
4.79 For written options, if a put or call is closed out or lapses, any gain 
or loss is short-term capital gain or loss.171 If a call is exercised, the premium 
received is added to the sale proceeds and capital gain or loss is calculated 
based on the holding period of the stock.172 If a put is exercised, the premium 
received decreases the RIC's basis in the stock acquired. The holding period of 
the stock begins on the date of its purchase, not the date the put was writ-
ten.173 
4.80 Purchased or written options may be subject to the straddle rules 
discussed below or the wash sale rules discussed in paragraphs 4.70 through 
4.72. 
Tax Straddles 
4.81 The term "straddle" generally describes offsetting positions in per-
sonal property in which the value of each position is expected to fluctuate in-
167 Section 1256(g) of the Code. 
168 Revenue Ruling 78-182,1978-1 C.B. 265. 
169 Revenue Ruling 78-182,1978-1 C.B. 265. 
170 Section 1233(b) of the Code. 
171 Section 1234(b) of the Code. 
172 Revenue Ruling 58-234, 1958-1 C.B. 279. 
173 Revenue Ruling 58-234, 1958-1 C.B. 279. 
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versely to that of the other. The term "position" means an interest (including a 
futures or forward contract or option) in personal property. An offsetting 
position occurs whenever risk of loss has been substantially diminished as a 
result of holding one or more other positions. 
4.82 For example, an RIC could close a loss position in year one (recogniz-
ing the tax loss) and close out the offsetting gain position in year two. The 
straddle rules generally defer realized losses from any "position" to the extent 
of unrealized gains from "offsetting positions." Deferred losses are carried 
forward to the succeeding year and are subject to the deferral rules in that year 
as well. Losses in excess of the unrealized gains at year end are deductible.174 
4.83 Additionally, complex rules exist for continuing to defer losses when 
offsetting positions are replaced during a year by other similar positions. 
Complex rules exist also for recharacterizing long-term capital gains as short-
term, and short-term capital losses as long-term in certain situations. 
Stock Issuance Costs 
4.84 Stock issuance costs paid by an open-end investment company are 
deductible for tax purposes except for costs incurred during the initial stock 
offering period.175 Registration fees and expenses, including accounting proce-
dures, are discussed in further detail in chapter 8. 
Stock Redemption Costs 
4.85 Stock redemption costs of an open-end investment company are 
deductible in computing investment company taxable income. Stock redemp-
tion costs of a closed-end investment company paid or incurred after February 
28, 1986, are not deductible.176 
Capital Loss Carryforwards 
4.86 The capital loss carryforward of an RIC may be limited in the years 
subsequent to a tax-free reorganization where the assets of one RIC are 
acquired by another RIC. The amount of loss that may be utilized is limited 
annually to the extent of the fair market value of the acquired RIC multiplied 
by the long-term tax-exempt rate. However, the loss may be further limited in 
the initial year to the pro-rata amount of the acquiring RIC's net capital 
gain.177 
4.87 Additionally, unrealized built-in gains or losses that are recognized 
during the five-year period subsequent to the change in ownership date may 
adjust the amount of the loss currently utilizable. 
Treatment of Certain Foreign Currency Transactions 
Section 988 Transactions 
4.88 There are special rules that apply to the treatment of foreign cur-
rency gains and losses attributable to "section 988 transactions" (described 
below). Foreign currency gains and losses from such transactions are generally 
treated as U.S. source, ordinary income, or loss.178 
174 Section 1092 of the Code. 
175 Section 162(a) of the Code. 
176 Section 162(k) of the Code. 
177 Section 382 of the Code. 
178 Section 988(a) of the Code. 
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4.89 A foreign currency gain or loss will result from a section 988 trans-
action described below that is denominated in a currency other than the RIC's 
functional currency (non-functional currency), or the value of which is deter-
mined by reference to non-functional currency: 
а. Acquiring a debt instrument or becoming the obligor under a debt 
instrument 
b. Accruing any item of expense or gross income or receipts that is to 
be paid or received at a later date 
c. Entering into or acquiring any forward contract, futures contract, 
option, or similar financial instrument 
d. The Disposing of any non-functional currency.179 
4.90 The functional currency is the currency of the economic environment 
in which the RIC's operations are predominantly conducted and the currency 
that is used in keeping its books and records.180 
4.91 Generally, for domestic RICs, the functional currency is the U.S. 
dollar. However, an RIC that maintains a significant portion of its operation in 
a foreign jurisdiction may establish a qualified business unit (QBU). A QBU is 
a separate and distinguishable trade or business that maintains separate 
books and records. Accordingly, an RIC that establishes a QBU may elect to 
use that country's currency as its functional currency. The election is binding 
for the year the election is made and for all subsequent years unless it is 
revoked with the permission of the commissioner. Once the election is made, 
the QBU would not recognize foreign exchange gain or loss with respect to 
transactions denominated in the foreign currency. However, foreign currency 
gain or loss would be recognized when the fund remits the foreign currency (the 
functional currency) to the United States in order to pay dividends to share-
holders. 
4.92 Interest income or expense (including OID and discount on certain 
short-term obligations) on a non-functional currency debt instrument is deter-
mined in units of non-functional currency and translated into functional cur-
rency at the average exchange rate for the accrual period for accrual-basis 
RICs. An RIC may elect to use the spot rate on the last day of the accrual period 
(or partial accrual period ending on the last day of its year) for translating 
interest income and expense. If an RIC makes this election, it may also elect to 
translate interest income and expense at the spot rate on the date of receipt or 
payment (if such date is within five business days of the end of the accrual 
period) and potentially eliminate any exchange gain or loss attributable to such 
interest income and expense. 
4.93 Generally, foreign currency gain realized in a section 988 transaction 
will be recognized for tax purposes and treated as U.S. source, ordinary income 
to the extent of the lesser of the foreign currency gain or the overall gain 
realized. Similarly, if a foreign currency loss is realized in a section 988 
transaction, it will be recognized for tax purposes and treated as a U.S. source, 
ordinary loss to the extent of the lesser of foreign currency loss or the overall 
loss realized.181 
4.94 The acquisition of non-functional currency is treated as an acquisition 
of property182 with a functional currency tax basis generally determined with 
179 Section 988(c)(1) of the Code. 
180 Section 985(b) of the Code. 
181 Section 988(b) of the Code. 
182 Regulation 1.988-1(a). 
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reference to the spot contract exchange rate (spot rate). A spot contract is a 
contract to buy or sell non-functional currency on or before two business days 
following the date of the execution of the contract.183 The disposition or other 
use of non-functional currency will generally result in a section 988 transaction 
if it is exchanged for another non-functional currency or for functional cur-
rency.184 Foreign currency gain or loss on a disposition or use of non-functional 
currency is generally calculated using the spot rate (or a spot rate convention) 
for purposes of determining the amount realized. 
a. Units of non-functional currency exchanged for different units of the 
same non-functional currency do not result in the recognition of 
exchange gain or loss.185 
b. In addition, the deposit, withdrawal, or receipt of non-functional 
currency front the maturing of a demand or time deposit issued by a 
financial institution does not result in the recognition of exchange 
gain or loss.186 As deposits of the same non-functional currency may 
have different per-unit tax base, an RIC may use any reasonable 
method that is consistently applied to determine the tax basis of 
non-functional currency withdrawn from an account.187 
4.95 Although section 988 generally does not apply to transactions involv-
ing equity securities, any fluctuation in the exchange rate between the trade 
date and the settlement date generally will result in a foreign currency gain or 
loss because the payment of the settlement liability constitutes a section 988 
transaction.188 However, cash-basis RICs are required to determine the tax 
basis and the amount realized upon sale of stock or securities traded on an 
established securities market using the settlement date spot rate. Accrual 
basis RICs may elect this treatment as well. 
4.96 The sale, closing, or settlement (including by taking or making 
delivery of currency) of any forward contract, futures contract, option, or other 
similar financial instrument denominated in (or the value of which is deter-
mined by reference to) a non-functional currency is a section 988 transaction 
unless the contract is a futures or listed option contract that is traded on a 
"qualified board or exchange."189 However, there are certain elections available 
for these types of financial instruments that allow them to be differently 
characterized. 
4.97 Special timing rules apply to forward contracts, futures contracts, 
options, and similar series instruments that are terminated through "offset." 
If these contracts are not subject to section 1256 and are not traded on certain 
exchanges that follow the practice of terminating offsetting contracts, mere 
offset does not cause realization of exchange gain or loss. However, gain must 
be realized upon offset if an "economic benefit" has been derived.190 
4.98 The IRS has provided special rules for certain "section 988(d) hedging 
transactions." Current regulations cover: certain debt instruments the currency 
183 Regulation 1.988-1(b). 
184 Regulation 1.988-2(a). 
185 Regulation 1.988-2(a)(1). 
186 Regulation 1.988-2(a)(1). 
187 Regulation 1.988-2(a)(2). 
188 Regulation 1.988-2(a)(2); Regulation 1.988-2(b). 
189 Regulation 1.988-1(a). 
190 Regulation 1.988-2(d). 
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risk (or a portion thereof) of which is entirely eliminated through a "qualified 
hedge," "executory contracts" that are hedged, and hedges of trade to settle-
ment date receivables and payables arising due to the sale or purchase of 
stocks or securities that are traded on an established securities market. These 
regulations generally provide "integrated treatment" for "section 988(d) hedg-
ing transactions." The IRS may also issue rulings to taxpayers regarding net 
hedging and anticipatory hedging methods.191 
Gain or Loss Recognition Timing 
4.99 The timing of the recognition of gain or loss from contracts subject to 
both sections 988 and 1256 is generally governed by the rules of section 1256.192 
Such contracts, therefore, are normally marked-to-market at fiscal year end. 
The character of such gain or loss may be either ordinary or capital depending 
upon the type of contract and whether certain elections are made. 
4.100 Gain or loss on regulated futures contracts and non-equity options 
related to foreign currency or debt securities denominated in a non-functional 
currency that are traded on a qualified board or exchange should be treated as 
60 percent long-term and 40 percent short-term capital gain or loss and 
marked-to-market if held at year end.193 
4.101 An RIC may elect, however, to treat such contracts as section 988 
transactions. The election is effective for the taxable year made and all future 
years unless the IRS consents to its revocation. If such an election is made, any 
gain or loss on such futures and options is ordinary, and the contract is still 
subject to the mark-to-market rule. 
4.102 Unlike regulated futures contracts and non-equity options, foreign 
currency contracts are generally considered to be section 988 transactions. 
Therefore, such contracts generate ordinary gain or loss. If the contract is also 
a 1256 contract, it is subject to the mark-to-market rule. 
4.103 Under certain circumstances, an election may be made to charac-
terize gains or losses from foreign currency contracts as capital if they are not 
part of a straddle. 
Qualification Tests and Foreign Currency Transactions 
4.104 For a discussion of the impact of foreign currency transactions on 
the RIC qualification tests, see paragraphs 4.22 through 4.42. 
Wash Sale Rules 
4.105 If an RIC sells a debt instrument at a loss and re-acquires a 
substantially identical security within 30 days before or after the date of the 
sale, the loss will be deferred based on the wash sale rules. Accordingly, neither 
the foreign currency component nor the overall loss will be taken into account 
for tax purposes. Rather, the overall loss is deferred and included in the basis 
of the new investment. 
Passive Foreign Investment Companies 
Passive Foreign Investment Companies Investments 
4.106 The Tax Reform Act of 1986 enacted a series of provisions with 
regard to passive foreign investment companies (PFICs) that impose a tax and 
191 Regulation 1.988-5. 
192 Regulation 1.988-2(d). 
193 Section 1256(a) of the Code. 
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interest charge on certain PFIC distributions and on any gain on the sale of the 
PFIC stock.194 As RICs are not exempt from the PFIC provisions, an RIC that 
invests in PFIC stock can incur a corporate level tax and interest charge on its 
investment in a PFIC. 
Definition 
4.107 A PFIC is a foreign corporation that meets either an income test or 
an asset test for a particular tax year. Once classified as a PFIC, the corpora-
tion will retain the status for the entire period of ownership.195 
4.108 The income test provides that a foreign corporation will be deemed 
to be a PFIC if 75 percent or more of the corporation's gross income is "passive 
income."196 Generally, passive income includes dividends, interest, royalties, 
rents, annuities and net gains from the sale of securities, foreign currency, and 
certain commodities transactions that are not received from an active trade or 
business. 
4.109 The asset test provides that if 50 percent or more of the average 
value of the foreign corporation's assets produce passive income, the corpora-
tion will be deemed to be a PFIC.197 Generally, property used in a trade or 
business, and the related trade accounts receivable, are not passive assets. For 
this purpose, assets are not reduced by liabilities. Examples of passive assets 
include cash (even if maintained for working capital requirements), stocks, 
bonds and other securities. 
4.110 Corporations that own 25 percent or more of another entity, and 
corporations that are either starting operations or changing their business are 
subject to special provisions. In addition, there are special rules relating 
specifically to foreign banks and insurance companies that may exempt them 
from the income and asset tests.198 
Excess Distribution 
4.111 The Code applies the tax and interest charge to "excess distribu-
tions" as follows: 
a. A dividend is characterized as an excess distribution to the extent 
that it exceeds 125 percent of the average distributions made to an 
RIC shareholder during the prior three years (or fewer, if the RIC 
held an interest in the PFIC for less than three years).199 The excess 
distribution is then allocated ratably to each day that the RIC held 
the PFIC interest.200 A federal income tax liability is imposed at the 
highest marginal tax rate for the portion of the excess distribution 
allocated to each year after 1986, excluding the portion allocated to 
the current year.201 In addition, interest is charged based on the tax 
liability allocated to each year.202 
194 Section 1291 of the Code. 
195 Section 1297(b) of the Code. 
196 Section 1296(a) of the Code. 
197 Section 1296(a) of the Code. 
198 Section 1296(c) of the Code. 
199 Section 1291(b) of the Code. 
200 Section 1291(a) of the Code. 
201 Section 1291(c) of the Code. 
202 Section 1291(c) of the Code. 
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b. Gain on the sale of a PFIC interest is treated as though the entire 
amount of the gain were an excess distribution taxed as ordinary 
income.203 Accordingly, if an RIC sells its interest in a PFIC at a gain, 
it would incur a tax and interest charge on the gain allocable to the 
post-1986 years (excluding the current year). The gain allocable to 
the pre-1986 years and to the current year would be converted to 
ordinary income and would be included in investment company 
taxable income. 
Qualified Electing Fund Elections 
4.112 An RIC can potentially avoid the imposition of the tax by making a 
qualified electing fund (QEF) election for the year in which the PFIC interest 
is acquired. If this election is made, the RIC will be required to include in 
income its share of the PFIC's ordinary income and capital gain for the year 
the election is made and all subsequent years.204 The RIC would then have to 
distribute this "phantom income" to its shareholders to obtain the benefit of the 
deduction for dividends paid. 
4.113 The QEF election may not be available to RICs that do not "control" 
the PFIC205 because the PFIC itself must— 
a. Designate a U.S. agent. 
b. Maintain certain books, records, and documents in the U.S. which 
are available for IRS inspection. 
c. Comply with annual shareholder certification requirements. 
d. Report specific information to the IRS each year. 
4.114 Another, more practical, way for certain RICs to avoid the imposi-
tion of tax attributable to investments in PFICs may be the mark-to-market 
election in the proposed regulations.206 This election, which can be made for 
years ending on or after the date the regulations are published in final form, 
allows an eligible RIC to mark-to-market on the last day of each year each 
PFIC it owns. The RIC's basis in the PFIC shares held is increased by the gain 
recognized. The holding period of PFIC shares that are held by an electing RIC 
is deemed to begin again on the first day of the following year.207 Accordingly, 
although the proposed regulations treat PFIC mark-to-market gains as excess 
distributions, no RIC-level tax should apply because the excess distribution is 
entirely allocable to the current year (see paragraph 4.111 above). Although an 
electing RIC is required to treat mark-to-market gains on all PFICs held at 
year-end as excess distributions (and is thus required to distribute such gains 
to its shareholders in order to comply with the 90 percent distribution test and 
avoid RIC-level tax), mark-to-market losses may not be recognized.208 
4.115 Transition rules are provided in the proposed regulations. The portion 
of the initial mark-to-market that relates to PFIC years prior to the year of the 
election is subject to a non-deductible interest charge.209 A similar rule applies 
to previously unconsolidated PFICs. 
203 Section 1291(a) of the Code. 
204 Section 1293(a) of the Code. 
205 Regulation 1.1295-1T. 
206 Proposed Regulation 1.1291-8. 
207 Proposed Regulation 1.1291-8(b). 
208 Proposed Regulation 1.1291-8(b). 
209 Proposed Regulation 1.1291-8(e). 
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4.116 If the QEF election is made in a year subsequent to acquiring the 
PFIC interest, it would be marked-to-market as of the first year in which the 
election applies and any gain (but not loss) would be recognized. The gain 
would be treated as an excess distribution subject to the rules previously 
discussed. 
Offshore Funds 
4.117 In recent years, there has been a substantial increase in the num-
ber of funds that are organized offshore (offshore funds). These funds have 
proliferated as U.S. fund advisors have sought to globalize their customer base, 
and foreign institutions have increased their investments in U.S. securities. 
4.118 There are a myriad of U.S. and foreign tax issues associated with 
these offshore funds. These funds are typically structured in a way so that they 
are not considered to be "engaged in a U.S. trade or business" for U.S. tax 
purposes. They are organized in the form that is most suitable for the expected 
owners. Further, they are located in the jurisdiction that provides the most 
beneficial: taxation and regulation of the entity, taxation of owners, and 
withholding tax treatment for income earned and distributions made. 
4.119 Due to their complex nature, the U.S. and local country tax and 
regulatory considerations for offshore funds must be thoroughly examined for 
each fund. An offshore fund subject to U.S. tax cannot elect to be treated as an 
RIC. 
Tax-Managed Funds 
4.120 In an attempt to accumulate investment income and realized gains 
with little or no tax consequences, tax-managed funds do not pay dividends and 
minimize or eliminate corporate income taxes by various management tech-
niques. Because such funds are taxed as regular corporations and not as 
regulated investment companies, they should accrue currently payable and 
deferred income taxes based on generally accepted accounting principles. The 
need to accrue accumulated earnings tax should be considered. Since enact-
ment of the Tax Reform Act of 1984, those funds have become less popular. 
Small Business Investment Companies 
4.121 A small business investment company (SBIC operating under the 
Small Business Investment Act of 1958 (the 1958 Act) receives special tax 
treatment. It is allowed certain exclusions or additional deductions without the 
limitations prescribed for other corporations. 
4.122 An SBIC operating under the 1958 Act is allowed a 100 percent 
deduction for dividends received which qualify for the dividend received deduc-
tion under the Internal Revenue Code unless the SBIC elects to be taxed as a 
regulated investment company.210 To claim that deduction, the company must 
file with its return a statement that it was a federal license under the 1958 Act 
at the time the dividends were received. 
4.123 If the stock issued by a small business investment company is sold, 
exchanged, or becomes worthless, an ordinary loss, instead of a capital loss, can 
be recognized pursuant to the conversion privilege of convertible deben-
tures.211 Capital losses on other investments receive no special treatment. The 
company must submit with its tax return a statement that it is a federal license 
under the 1958 Act and also must report the following: 
210 Section 243(a)(2) of the Code. 
211 Section 1243 of the Code. 
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a. The name and address of the small business concern on whose 
securities the loss was sustained 
b. The number of shares of stock 
c. The basis and selling price 
d. The dates the securities were bought and sold or the approximate 
date on which they became worthless and the reason.212 
4.124 An SBIC may be excluded from the definition of a personal holding 
company.213 
4.125 A shareholder in a small business investment company may treat 
a loss on its stock as an ordinary loss. In computing the net operating loss 
deduction, such a loss is treated as a loss from a trade or business.214 
Master-Feeder Funds 
4.126 Certain investment companies are structured as "master-feeder" 
funds. In this structure, the feeder funds (RIC's or other investment entities) 
invest virtually all of their assets in the master fund (usually a trust formed 
under state law which is treated as a partnership for federal income tax 
purposes). It is generally advisable for the master-feeder group to get certain 
private rulings from the IRS to ensure that the feeder will be able to meet the 
qualification rules even though it invests predominantly in one entity. Income 
and loss is allocated by the master fund to the feeders under the tax guidelines 
for partnerships. 
212 Regulation 1.1243-1(b) of the Code. 
213 Section 172(b)(1)(F) and 542(c)(8) of the Code. 
214 Section 1242 of the Code. 
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Chapter 5 
Financial Statements of Management 
Investment Companies 
5.01 The overall objectives of financial statements of management invest-
ment companies are primarily to present net assets, results of operations, and 
changes in net assets resulting from investment activities and, if applicable, 
from capital share transactions. In reporting to shareholders, the SEC requires 
presentation of the following financial statements and supplementary infor-
mation: 
a. A statement of assets and liabilities or a statement of net assets, 
which includes a detailed list of investments in securities, covered 
call options written, securities sold short, and other investments as 
of the close of the latest period 
b. A statement of operations for the latest period 
c. A statement of changes in net assets for the latest two years 
d. Selected per share data and ratios for the latest five years215 
5.02 A two-year statement of changes in net assets is required because a 
presentation of that statement with per share data and ratios and related 
information provides the user of the financial statements with sufficient finan-
cial information to do the following: 
a. Account for changes in the statement of assets and liabilities result-
ing from investment activities and capital share or other transac-
tions. 
b. Summarize amounts in the statement of operations for net invest-
ment income, realized gains or losses from security transactions, and 
changes in unrealized appreciation or depreciation of investments. 
c. Compare dividends paid to shareholders with related income. 
5.03 The financial statements illustrated in this chapter are for typical 
open-end management investment companies and may need to be modified to 
fit the requirements of other types of investment companies. Aspects of report-
ing on interim financial information are discussed in this chapter in the section 
on interim financial statements. 
5.04 The management of an investment company and its auditors should 
recognize the need to prepare the financial reports in a manner that highlights 
significant information to shareholders and other interested parties and, if 
applicable, that fulfills the requirements of the reporting forms, rules, and 
regulations of a regulatory authority. 
Reporting Financial Position 
5.05 Investment companies report financial position by presenting either 
a statement of assets and liabilities or a statement of net assets; the choice de-
215 Item 3(a) of Form N-1A requires condensed financial information, share data and ratios, to 
be presented for the latest ten years in the fund's prospectus. The most recent five-year period should 
be covered by the auditor's report. 
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pends on which format more clearly portrays the information. Regulation S-X 
provides that a statement of net assets should not be presented if the amount 
of investments in securities of unaffiliated issuers represents less than 95 
percent of total assets. 
5.06 The statement of assets and liabilities presents a list of the assets, a 
list of the liabilities, and an amount for net assets equal to the difference 
between the totals. Because a list of individual securities is not presented in 
the body of the statement, a separate schedule of investments in securities is 
required. The statement of assets and liabilities is particularly appropriate for 
investment companies that have significant assets other than investments in 
securities, or that have significant liabilities. 
5.07 The statement of net assets presents a detailed list of portfolio 
securities and a net amount for all other assets and liabilities. Details of other 
assets and liabilities should be presented in the statement or in the notes if the 
amounts are material to total assets or total liabilities. 
Assets 
5.08 Following are the major asset categories reported in a statement of 
assets and liabilities. 
Investments in Securities 
5.09 The general practice in the investment company industry is to report 
investments in securities as the first asset because of their relative importance 
to total assets. The term securities includes stocks, bonds, debentures, notes, 
rights, warrants, certificates of interest or participation in equity or debt 
instruments, and the like, as well as short-term U.S. government securities, 
bank certificates of deposit, bankers' acceptances, and commercial paper. 
5.10 Investment companies should report their securities in financial 
statements at value, with acquisition cost shown parenthetically for major 
classifications of securities, as discussed in chapter 2. Investments in foreign 
securities should also be reported at value by converting their foreign currency 
denominated value into U.S. dollars using current exchange rates. Net realized 
gains and losses and changes in unrealized exchange gains and losses should 
be included with net realized gains and losses and changes in unrealized gains 
and losses on investments. Individual securities held by the fund at the close 
of the period should be listed in the statement of net assets or in an accompa-
nying list by the major classifications of the investments in the portfolio if a 
statement of assets and liabilities is used.216 Investments in foreign securities, 
if significant, should be disclosed and presented separately in a representative 
grouping. Securities should be arranged in the most meaningful manner 
within each classification by industry or other grouping, showing the percent-
age of assets in each group. 
5.11 The portfolio of investments should list the number of shares or the 
principal amount and value of each security issue. Because a detailed list of 
short-term investments is not normally significant to the user or material to 
issuers other than money market mutual funds, such investments may be 
summarized by issuers disclosing their ranges of interest rates and maturity 
dates. Investments in restricted securities, affiliated companies, securities 
216 Rules 6.04, 6.05, 6.10, and 12.12 of Regulation S-X apply to registered investment compa-
nies. 
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subject to call options, and the like require special identification in the list of 
investments and may require disclosure of specific information in the notes to 
the financial statements.217 Capital investment accounts are discussed in 
detail in chapter 2. 
Cash 
5.12 Cash on hand and demand deposits are included under the general 
caption cash. Foreign currencies should be disclosed separately, if material. 
Time deposits and other funds subject to withdrawal or usage restrictions 
should be presented separately from other cash amounts.218 Applicable inter-
est rates and maturity dates should be disclosed. 
Receivables 
5.13 Receivables are usually listed separately for each of the following 
categories:219 
a. Dividends and interest 
b. Investment securities sold 
c. Capital stock sold 
d. Other accounts receivable, such as receivables from related parties 
or expense reimbursements from affiliates 
Other Assets 
5.14 Deferred organization expense, prepaid taxes, furniture and fix-
tures, and so on normally are included under this caption. Separate amounts 
are usually not reported unless significant. 
Liabilities 
5.15 The following categories of liabilities are reported in the statement 
of assets and liabilities. 
Accounts Payable 
5.16 Accounts payable visually are listed separately for investment secu-
rities purchased and capital stock reacquired. 
Call or Put Options Written, Futures Contracts Sold, and Securities 
Sold Short 
5.17 Call options written and securities sold short at the close of the 
period should be presented separately. Information presented for covered call 
options should include the number of shares subject to call for each option 
written, the value of each option, the strike price, and the exercise date. Details 
of the securities sold short, other options written, and futures contracts sold 
should include information about quantities, values, and proceeds. 
Accrued Liabilities 
5.18 Accrued liabilities include liabilities for taxes, management fees, 
interest, compensation, and other expenses incurred in the normal course of 
operations. 
Notes Payable and Other Debt 
5.19 Notes payable to banks and to others and other funded debt should 
be reported separately. 
217 For specific requirements concerning disclosures of information relating to restricted securi-
ties and affiliated companies, see SEC, Codification of Financial Reporting Policies, sections 404.03-
404.04. 
218 Rule 5.021 of Regulation S-X. 
219 Rule 6.04 of Regulation S-X. 
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Other Liabilities 
5.20 Other liabilities include amounts payable to affiliates for collateral 
on return of securities loaned, for deferred income, and for dividends. 
Net Assets 
5.21 Shareholders' equity includes amounts contributed by shareholders, 
undistributed net investment income, accumulated undistributed net realized 
gains or losses, and unrealized appreciation or depreciation on investments. 
Though it is unnecessary to present the accounts separately in the statement 
of assets and liabilities, the statement or the notes should disclose information 
about— 
a. Units of capital, including the title of each class of capital shares or 
other capital units, the number authorized, the number outstanding, 
and dollar amount. 
b. Paid-in capital, which includes the net proceeds received on the sale 
of capital shares less the cost of reacquired shares, adjusted for 
amounts apportioned to the equalization account, if that accounting 
practice is followed. 
c. Undistributed investment income, which includes cumulative net 
investment income or loss and amounts apportioned to the equaliza-
tion account, if that accounting practice is followed, less dividends 
paid from net investment income (amounts at the end of the periods 
presented are normally disclosed in the statement of changes in net 
assets). 
d. Accumulated net realized gains and losses, that is, cumulative 
amounts of gains and losses realized from securities transactions, 
net of actual or deemed dividends to shareholders. 
e. Unrealized appreciation or depreciation of investments, repre-
senting the difference between the acquisition cost and the value of 
the securities owned at the close of the period. If there is a provision 
for deferred income taxes on unrealized appreciation, it should be 
charged against this account and disclosed. 
5.22 Tax-managed funds (discussed in detail in chapter 4) should combine 
the amounts for undistributed investment income, realized gains and losses, 
and changes in unrealized appreciation or depreciation, because tax-managed 
funds normally do not qualify for treatment as regulated investment compa-
nies and are therefore treated as regular corporations. 
5.23 Net Asset Value Per Share. Net asset value per share is the amount 
of net assets attributed to each share of capital stock (other than senior equity 
securities) outstanding at the close of the period. 
Statement of Operations 
5.24 The objective of the statement of operations is to present an increase 
or decrease in net assets resulting from all of the company's investment 
activities, by reporting investment income from dividends, interest, and other 
income less expenses, the amounts of realized gains or losses from securities 
transactions, and changes in unrealized appreciation or depreciation of invest-
ments for the period. That format helps the user understand the contribution 
of each aspect of investment activity to the company's overall operations. 
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Investment Income 
Dividend Income 
5.25 Dividend income is recorded as of the ex-dividend date. Dividends 
from affiliates and controlled companies are usually reported separately and 
disclosed in the statement or in the notes. (Chapter 2, discusses noncash 
dividends, dividends in arrears on preferred stocks, and dividends from other 
than retained earnings.) 
Interest Income 
5.26 Interest income generally is accrued on all debt securities. However, 
chapter 2 discusses special reporting requirements for interest received on 
bonds in default when acquired and for interest on delinquent debt securities. 
Interest earned on securities of affiliates and controlled companies is disclosed. 
Other Income 
5.27 Other income includes income from securities loaned and from mis-
cellaneous sources. All items are usually combined except those deemed to be 
material. 
Expenses 
5.28 Though expenses, either individually or in the aggregate, are seldom 
material to net assets or to changes in net assets, the following expenses are 
commonly reported separately by the mutual fund industry: 
a. Investment advisory (management) fees (or compensation) 
b. Shareholder service costs, including fees and expenses for the trans-
fer agent and dividend disbursing agent 
c. Distribution expenses (discussed in chapter 8) 
d. Custodian fees 
e. Reports to shareholders 
f. Federal income taxes (chapter 8 discusses the provision for taxes for 
companies that do not meet the requirements necessary to qualify as 
a regulated investment company) 
g. Other taxes 
h. Interest 
i. Dividends on securities sold short 
j. Professional fees 
k. Directors' fees 
l. Registration fees and expenses (discussed in paragraph 8.19) 
To the extent practical, expenses subject to the 5 percent disclosure require-
ment would be those itemized in the SEC's semiannual report Form N-SAR. 
An investment company that is managed internally and that does not incur 
investment advisory fees generally would report its expenses on Form N-SAR 
under the caption for salaries and other compensation. Because of SEC require-
ments, it has become customary to present separately amounts of expenses 
equal to or greater than 5 percent of total expenses. 
5.29 Amounts paid to affiliates or related parties should be disclosed in 
accordance with FASB Statement No. 57, Related Party Disclosures. The basis 
for determining management and advisory fees, as well as other amounts paid 
to affiliates or related parties, should be described in a note to the financial 
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statements. If state laws or the advisory agreement provide that the adviser 
should reimburse the company for expenses in excess of a specified percentage 
of average net assets, the contract terms and the amount of reimbursement, if 
any, should be disclosed. (If a reimbursement occurs, the amount should be 
shown as a reduction of total expenses.) If an adviser voluntarily waives all or 
a portion of the fee, the amount waived together with the effect on per share 
data should be disclosed, but need not be stated separately in the statement of 
operations. In addition, sales and payments to affiliates under a 12b-1 distri-
bution plan should be disclosed. The auditor should be aware of the disclosure 
requirements in section 30(d)(5) of the 1940 Act, which deals with aggregate 
remuneration to directors and to each company of which any officer or director 
is an affiliated person. The auditor may determine that the investment com-
pany has complied with the requirements by disclosure in the notes to the 
financial statements, or in some other manner that the investment company's 
management or legal counsel determines to be appropriate. 
Investment Income—Net 
5.30 The excess of investment income over total expenses should be 
shown as investment income—net. 
Realized Gains or Losses on Investments 
5.31 The statement of operations should disclose net realized gains or 
losses, if significant, by major types of securities transactions, such as long 
transactions, short sale transactions, and covered call option transactions. Net 
realized gains or losses resulting from sales or other disposals should be 
reported net of brokerage commissions. An income tax provision charged 
against realized gains should be disclosed separately. Gains arising from 
in-kind redemptions should be disclosed. 
5.32 The 1940 Act requires the disclosure of proceeds from sales of 
securities and the cost of securities (other than U.S. government securities) 
bought.220 It has become common practice to exclude short-term securities 
from this disclosure requirement. Purchases and sales of U.S. government 
obligations should be disclosed separately; information pertaining to common 
stocks, bonds, and preferred stocks may be combined or disclosed separately if 
such separate disclosure presents information about investment activities 
more meaningfully. Net realized gains or losses ordinarily are insignificant for 
money market and similar funds in relation to the total amounts of sales and 
maturities of portfolio securities, the funds' investment performance, or results 
of operations. If so, such net realized gains or losses may be combined with 
interest income for financial reporting. 
Changes in Unrealized Appreciation or Depreciation 
of Investments 
5.33 Changes in net unrealized appreciation or depreciation during the 
period should be reported in the statement of operations. A provision for 
deferred taxes on changes, if any, should be reported separately. 
Net Gain or Loss on Investments 
5.34 The sum of a net realized gain or loss and a change in unrealized gain 
or loss on investments should be presented in the statement of operations as a 
net gain or loss on investments. The effects of fixtures or options trading 
activities should be disclosed separately, if significant. 
220 Section 30(d)(6) of the 1940 Act. 
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Net Increase or Decrease in Net Assets Resulting 
From Operations 
5.35 The sum of investment income—net and net gain or loss on invest-
ment should be shown as a net increase or decrease in net assets resulting from 
operations. 
Statement of Changes in Net Assets 
5.36 The objective of the statement of changes in net assets is to summa-
rize, in comparative form, changes in net assets resulting from operations, net 
equalization credits or debits, dividends to shareholders, and capital share 
transactions. 
5.37 The increase or decrease in net assets comprises the following cate-
gories: 
a. Operations. Net investment income or loss and net realized gains 
and losses and changes in unrealized gains or losses on investments, 
as shown in the statement of operations, should be presented sepa-
rately to arrive at the net change in net assets resulting from 
operations. 
b. Net equalization debits or credits. If equalization accounting is fol-
lowed, undistributed investment income included in the price of 
capital shares issued or reacquired should be shown as a separate 
line item. 
c. Distributions to shareholders. Presentation of the total amount of 
distributions declared during the period should be segregated be-
tween distributions from undistributed investment income and dis-
tributions from undistributed realized gains from investment 
transactions. Per share amounts of distributions declared may be 
disclosed in this statement. Investment companies often distribute, 
in the succeeding year, a portion of undistributed investment income 
and security gains realized in the preceding year. If declared, per 
share amounts relating to those distributions should be disclosed in 
the notes to the financial statements. 
d. Capital share transactions. The net change in net assets (excluding 
amounts shown separately if equalization accounting is used) arising 
from capital share transactions should be disclosed. The components 
of the change should be disclosed on the face of the statement or in 
the notes as follows: 
1. The number and value of shares sold 
2. The number and value of shares issued in reinvestment of 
distributions 
3. The number and value of shares reacquired 
4. The net change 
e. Net assets. Net assets should be disclosed at the beginning of the 
year and at the end of the year. The balance of net assets at the end 
of the year should agree with the comparable amount shown in the 
statement of assets and liabilities or in the statement of net assets, 
and should indicate the amount of undistributed investment income 
(usually parenthetically). 
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Supplementary Information 
5.38 Selected per share data and ratios for a period of at least five years 
should be presented as supplementary information. Per share amounts pre-
sented are based on a share outstanding throughout the period. 
5.39 The following per share information should be presented. (A more 
detailed discussion may be found in the instructions for preparation of regis-
tration statements on Form N-1A.) 
a. Investment income 
b. Expenses (income taxes and interest on borrowed funds should be 
reported separately, if material)221 
c. Per share investment income—net, which is calculated by adding 
distributions per share paid during the year from undistributed 
investment income to the net change in undistributed investment 
income per share between the beginning and the end of the year 
d. Distributions from undistributed investment income, undistributed 
net realized gain through investment transactions, and from other 
sources 
e. Realized and unrealized gains and losses per share, which are 
balancing amounts necessary to reconcile the change in net asset 
value per share with the other per share information presented 
f. The increase or decrease in net asset value for each period 
g. The net asset value at the beginning and end of each period 
As noted above, per share information is computed on the basis of guidelines 
contained in the SEC's instructions for preparing registration statements on 
Form N-1A. Though certain key per share information is calculated based on 
the SEC's instructions, it most often reasonably approximates amounts that 
would result from a more precise calculation. For example, by dividing invest-
ment income—net by the average or weighted average number of shares 
outstanding instead of by the method described above for calculating per share 
investment income—net. Sometimes, per share amounts calculated by using 
the SEC's instructions may be unreasonable. That usually occurs with rela-
tively new entities. In those circumstances, per share information should be 
prepared by using the average or weighted average number of shares outstand-
ing, and the method used should be disclosed in the per share table. 
5.40 The ratios of investment income—net and expenses to average net 
assets should be presented. Some investment companies present other infor-
mation in addition to those ratios and the per share data. That information 
sometimes includes a more detailed breakdown of expenses per share, average 
net assets for each of the periods presented, portfolio turnover rates, the 
number of shares outstanding at the end of each period, and total return or 
yield information for money market investment companies. Form N1-A re-
quires disclosure of the portfolio turnover rate and number of shares at the end 
of each period in condensed financial information. The method of computing 
221 The amounts to be disclosed in investment income and expenses are calculated by multiply-
ing per share investment income—net (discussed in paragraph 5.30) by a ratio of the amounts in the 
comparable income and expense captions presented on the statement of operations. 
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the portfolio turnover rate is described in Form N-SAR. Computational guide-
lines for determining yield are contained in SEC Release No. 6243. Total return 
represents the sum of the change in net asset value per share during the period 
and the value of reinvested cash distributions per share accumulated to the end 
of the period, divided by the net asset value per share at the beginning of the 
period.222 
5.41 The per share amounts of distributions from undistributed net in-
vestment income of municipal bond funds should be stated separately for 
amounts applicable to taxable and tax-exempt dividends. Certain captions 
listed in paragraph 5.40 may not apply to certain types of funds, such as money 
market funds, and therefore should be omitted. A separate caption may be 
inserted to indicate the yield on a share of capital stock outstanding throughout 
each period. The basis on which the yield was calculated should be presented. 
Interim Financial Statements 
5.42 Although quarterly financial information may be less detailed than 
financial statements presented semiannually or annually, interim statements 
that purport to present net assets, results of operations, and changes in net 
assets should be complete and based on generally accepted accounting princi-
ples, which should conform to the principles used in preparing annual financial 
statements. 
5.43 The statement of changes in net assets should present information 
on the latest interim period and the preceding fiscal year. 
5.44 Unaudited interim financial data should be marked accordingly. 
Data summarized in condensed form should also be labeled. If the independent 
accountant is named or identified in interim reports on which he or she has 
performed no audit or review procedures, the accountant should insist that 
reference to self be deleted or that a disclaimer of opinion be included.223 
Illustrative Financial Statements of Management 
Investment Companies 
5.45 The amounts in the accompanying financial statements are illustra-
tive only and may not indicate relationships among accounts. The financial 
statements illustrate the presentation of various items, if material. (Some 
items may not apply in some presentations and some may be combined and 
presented as one amount.) 
5.46 To comply with SEC rules and regulations, registered investment 
companies must make certain disclosures in addition to those required by 
generally accepted accounting principles. Those additional requirements are 
not presented in illustrative financial statements because they are not other-
wise required by generally accepted accounting principles. At the time of this 
guide's publication, such compliance disclosures consist of the following: 
• The total cost, for federal income tax purposes, of the portfolio of 
investments according to rule 12-12 (note 8) of Regulation S-X concern-
ing the schedule of statement investments. 
• Additional disclosures required by rule 12-12 (note 2) of Regulation 
S-X pertaining to collateral for repurchase agreements, and by rule 
222 A discussion of computational guidelines may be found in rule 205-1 of the Investment 
Advisers Act of 1940. 
223 SAS No. 26, Association With Financial Statements. 
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4-08(m) of Regulation S-X requiring certain additional disclosures if 
the carrying amounts of repurchase or reverse repurchase agreements 
exceed 10 percent of total assets or the amount at risk (as defined) 
under such agreements exceeds 10 percent of net asset value. 
• Additional disclosures about restricted securities in accordance with 
the SEC's Codification of Financial Reporting Policies, section 404, 
and rule 12-12 (note 6) of Regulation S-X. 
• The gross unrealized appreciation for all securities in which there is 
an excess of value over tax cost and gross unrealized depreciation for 
all securities in which there is an excess of tax cost over value, as well 
as net unrealized appreciation or depreciation according to rule 12-12 
(note 8) of Regulation S-X. 
• The average amount of borrowings outstanding during the period, the 
weighted average interest rate, and the maximum amount of debt 
outstanding during the period, according to rule 6-04.13(b), referring 
to rules 5-02.19(b) and 5-02.22(b), of Regulation S-X. 
• The elements of net assets as required in regulations 210.6-04.16, 
210.6-04.17, and 210.6-04.18 as part of the statement of assets and 
liabilities, rather than in the notes to the financial statements as 
shown in the illustrative financial statements for companies using a 
statement of net assets. 
5.47 Although generally accepted accounting principles permit the use of 
either statement, the SEC rules under article 6 of Regulation S-X proscribe the 
use of a statement of net assets in place of a statement of assets and liabilities 
unless at least 95 percent of the amount of the investment company's total 
assets is represented by investments in securities of unaffiliated issuers. That 
restriction does not apply to a statement of net assets presented in conformity 
with generally accepted accounting principles. As discussed in the guide, the 
choice of whether to present a statement of assets and liabilities or a statement 
of net assets depends on which format more clearly portrays the information. 
* Note: The statement of net assets in the illustrative financial statements that follow presents 
investments in unaffiliated issuers that represent only 92 percent of total assets. An investment 
company registered with the SEC would be required to present a statement of assets and liabilities, 
including a separate schedule of investments, rather than a statement of net assets. 
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XYZ Management Investment Company 
Statement of Assets and Liabilities 
December 31, 19X4 
Assets 
Investments in securities, at value— 
identified cost $19,294,000 
Cash 
Deposits with brokers for securities sold short 
Receivables 
Dividends and interest 
Investment securities sold 
Capital stock sold 
Other assets 
Total assets 
Liabilities 
Covered call options written, at value— 
premiums received $110,000 
Securities sold short, at value—proceeds $1,555,000 
Demand loan payable to bank (Note 5) 
Payable upon return of securities loaned (Note 9) 
Payables 
Investment securities purchased 
Capital stock reacquired 
Other 
Accrued taxes 
Distribution payable 
Total liabilities 
Net Assets 
Net assets (equivalent to $4.47 per share based on 4,216,000 
shares of capital stock outstanding) (Note 6) $18,862,000 
The accompanying notes are an integral part of these financial statements. 
$21,721,000 
199,000 
1,555,000 
46,000 
24,000 
54,000 
26,000 
23,625,000 
230,000 
1,673,000 
2,000,000 
620,000 
52,000 
8,000 
4,000 
8,000 
168,000 
4,763,000 
Note: A statement of assets and liabilities is an alternative presentation to a statement of net 
assets. The reader should be aware, however, that SEC rules do not always consider the two 
statement formats to be alternative presentations (see discussion in note following paragraph 5.47). 
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Exhibit 
5.49 
XYZ Management Investment Company 
Investments in Securities 
December 31, 19X4 
[Note: Securities may be arranged by industry groupings or other groupings (showing 
percentage of total portfolio or of net assets invested in each grouping) that the company 
believes are most meaningful to users. The basis of the computation of percentages shown 
(which in this illustration is based on the ratio of the specific category of securities to the 
total portfolio owned) should be disclosed.] 
Common Stocks—54% 
Consumers' din-able goods—5% 
Allied Manufacturing Corporation 
Baker Industries, Inc. 
Etc. (other common stocks) 
Consumers' nondurable goods—2% 
Amalgamated Buggy Whips, Inc. (Note 2) 
Etc. (other common stocks) 
Service industries—4% 
Service Company, Inc. 
Etc. (other common stocks) 
Etc. (other industry groupings)—43% 
Total common stocks (cost $10,294,000) 
Convertible bonds—25% 
American Retailing Inc.—5.5% debentures due 
19XX 
Etc. (other convertible bonds) 
Total convertible securities (cost $4,400,000) 
U.S. government obligations—16% 
U.S. Treasury 6% notes due 20XX 
Etc. (other long-term government obligations) 
Total U.S. government obligations (cost 
$3,500,000) 
Short-term notes—3% 
Commercial Paper, Inc., due 2/5/X5 
U.S. Treasury bills, due 1/20/X5 
Total short-term notes (cost $600,000) 
Principal 
Amount 
or Shares 
25,000 
15,000 
10,000 
10,000 
$500,000 
$500,000 
$500,000 
$100,000 
Value 
$ 620,000 
150,000 
316,000 
280,000 
155,000 
465,000 
404,000 
9,351,000 
11,741,000 
525,000 
4,875,000 
5,400,000 
490,000 
2,985,000 
3,475,000 
505,000 
100,000 
605,000 
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Principal 
Amount 
or Shares Value 
Repurchase agreements collateralized by 
U.S. government obligations—2% 
Money Center Bank of Large City, 11%, due 
1/3/X5 (cost $500,000) $500,000 500,000 
Total—100% (cost $19,294,000) $21,721,000 
The accompanying notes are an integral part of these financial statements. 
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XYZ Management Investment Company 
Covered Call Options Written 
December 31, 19X4 
Common Stocks /Expiration Date /Exercise Price 
Allied Manufacturing Corporation/July/25 
Allied Manufacturing Corporation/October/30 
Etc. (other options written) 
Total (premiums received $110,000) (Note 3) 
Shares 
Subject to 
Call 
10,000 
5,000 
Value 
$ 50,000 
2,500 
177,500 
$230,000 
AAG-INV 5.50 
Statements of Management Investment Companies 99 
Exhibit 
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XYZ Management Investment Company 
Securities Sold Short 
December 31,19X4 
Value 
$ 425,000 
265,000 
983,000 
$1,673,000 
Common Stocks Shares 
International Widgets, Inc. 40,000 
Paper Airplane Corporation 25,000 
Etc. (other common stocks) 
Total (proceeds $1,555,000) 
The accompanying notes are an integral part of these financial statements. 
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XYZ Management Investment Company 
Statement of Net Assets 
December 31, 19X4 
[Note: Securities may be arranged by industry or other groupings (showing the percentage of 
total portfolio or of net assets invested in each grouping) that the company believes will be most 
meaningful to the user.] 
Assets 
Investments in securities—115% of net assets 
Common stocks—62% 
Consumers' durable goods—6% 
Allied Manufacturing Corporation 
Baker Industries, Inc. 
Etc. (other common stocks) 
Consumers' nondurable goods—2% 
Amalgamated Buggy Whips, Inc. (Note 2) 
Etc. (other common stocks) 
Service industries—5% 
Service Company Inc. 
Etc. (other common stocks) 
Etc. (other industry groupings)—49% 
Total common stocks (cost $10,294,000) 
Convertible bonds—29% 
American Retailing Inc.—5.5% debentures due 
19XX 
Etc. (other convertible bonds) 
Total convertible bonds (cost $4,400,000) 
U.S. government obligations—18% 
U.S. Treasury—6% notes due 20XX 
Etc. (other long-term obligations) 
Total U.S. government obligations (cost 
$3,500,000) 
Short-term notes—3% 
Commercial Paper, Inc., due 2/5/X5 
U.S. Treasury bills, 1/20/X5 
Total short-term notes (cost $600,000) 
Repurchase agreement collateralized by U.S. 
government obligations—3% 
Money Center Bank of Large City—11% due 
1/3/X5 (cost $500,000) 
Shares or 
Principal 
Amount 
25,000 
15,000 
10,000 
10,000 
Value 
$500,000 
$500,000 
$500,000 
$100,000 
$500,000 
5 620,000 
150,000 
316,000 
280,000 
155,000 
465,000 
404,000 
9,351,000 
11,741,000 
525,000 
4,875,000 
5,400,000 
490,000 
2,985,000 
3,475,000 
505,000 
100,000 
605,000 
500,000 
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Shares or 
Principal 
Amount Value 
Total investments in securities (cost 
$19,294,000) 21,721,000 
Other assets—10% 1,904,000 
Total assets 23,625,000 
Liabilities 
Demand loans payable to bank—10% (Note 5) 2,000,000 
Securities sold short—9% 1,673,000 
Other liabilities—6% 1,090,000 
Total liabilities 4,763,000 
Net Assets 
Net assets (equivalent to $4.47 per share based on 
4,216,000 shares of capital stock outstanding) 
(Note 6) $18,862,000 
The accompanying notes are an integral part of these financial statements. 
Note: A statement of assets and liabilities is an alternative presentation to a statement of net 
assets. The reader should be aware, however, that SEC rules do not always consider the two 
statement formats to be alternative presentations (see discussion in note following paragraph 5.47). 
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XYZ Management Investment Company 
Statement of Operations 
Year Ended December 31, 19X4 
Investment income 
Income 
Dividends $742,000 
Interest 259,000 
Total income $1,001,000 
Expenses 
Investment advisory fee (Note 8) 90,000 
Interest 55,000 
Professional fees (Note 8) 29,000 
Custodian and transfer agent fees 12,000 
Distribution expenses (Note 8) 4,000 
State and local taxes other than income taxes 15,000 
Directors' fees 12,000 
Dividends on securities sold short 9,000 
Total expenses 226,000 
Investment income—net 775,000 
Realized and unrealized gain (loss) on 
investments (Note 7) 
Net realized gain on investments 1,089,000 
Change in unrealized appreciation of 
investments for the year (1,649,000) 
Net loss on investments (560,000) 
Net increase in net assets resulting from 
operations $ 215,000 
The accompanying notes are an integral part of these financial statements. 
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XYZ Management Investment Company 
Statements of Changes in Net Assets 
Years Ended December 31, 19X4 and 19X3 
19X4 19X3 
Increase (decrease) in net assets from operations 
Investment income—net $ 775,000 $ 492,000 
Net realized gain on investments 1,089,000 1,000,000 
Change in unrealized appreciation (1,649,000) 1,551,000 
Net increase in net assets resulting from 
operations 215,000 3,043,000 
Net equalization credits 9,000 6,000 
Distributions to shareholders from— 
Investment income—net (525,000) (350,000) 
Net realized gain on investments (1,350,000) (1,066,000) 
Capital share transactions 2,721,000 1,749,000 
Total increase 1,070,000 3,382,000 
Net assets 
Beginning of year 17,792,000 14,410,000 
End of year (including undistributed 
investment income of $639,000 and 
$380,000, respectively) $18,862,000 $17,792,000 
The accompanying notes are an integral part of these financial statements. 
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XYZ Management Investment Company 
Notes to Financial Statements 
The following notes to the financial statements are illustrative only. In some 
circumstances, the information may be better presented within the financial 
statements; in other circumstances, information not required by regulation 
may not be sufficiently material to be disclosed. 
1. Significant Accounting Policies 
The Company is registered under the Investment Company Act of 1940 as a 
diversified, open-end management investment company. 
Security valuation. Investments in securities traded on a national securities 
exchange (or reported on the NASDAQ national market) are stated at the last 
reported sales price on the day of valuation; other securities traded in the 
over-the-counter market and listed securities for which no sale was reported 
on that date are stated at the last quoted bid price, except for short positions 
and call options written, for which the last quoted asked price is used. Short-
term notes are stated at amortized cost, which is equivalent to value. Restricted 
securities and other securities for which quotations are not readily available 
are valued at fair value as determined by the board of directors. 
Federal income taxes. The Company's policy is to comply with the require-
ments of the Internal Revenue Code that are applicable to regulated investment 
companies and to distribute all its taxable income to its shareholders. There-
fore, no federal income tax provision is required. 
Equalization. The Company uses the accounting practice of equalization, by 
which a portion of the proceeds from sales and costs of redemption of capital 
shares, equivalent on a per share basis to the amount of undistributed net 
investment income on the date of the transactions, is credited or charged to 
undistributed income. As a result, undistributed net investment income per 
share is unaffected by sales or redemptions of capital shares. 
Distributions to shareholders. Dividends to shareholders are recorded on the 
ex-dividend date. 
Other. The Company follows industry practice and records security transac-
tions on the trade date. Dividend income is recognized on the ex-dividend date, 
and interest income is recognized on an accrual basis. Discounts and premiums 
on securities purchased are amortized over the life of the respective securities. 
2. Restricted Securities 
The investment in 10,000 shares of Amalgamated Buggy Whips, Inc. common 
stock, the sale of which is restricted, has been valued by the board of directors 
after considering certain pertinent factors, including the results of operations 
of Amalgamated since the date of purchase in 19X1 and the sales price of recent 
private placements in its common stock. There is no quoted market for Amal-
gamated shares.* 
*If several restricted security investments are held, a general statement on the valuation 
methods may be given rather than individual descriptions. 
AAG-INV 5.55 
Statements of Management Investment Companies 1 0 5 
3. Covered Call Options Written 
As of December 31, 19X4, portfolio securities valued at $1,908,000 were held 
in escrow by the custodian in connection with covered call options written by 
the Company. 
4. Distributions to Shareholders 
On January 3, 19X5, a distribution of $0.20 aggregating $840,000 was declared 
from net realized gains from investment transactions (including $0.02 applica-
ble to short-term gains that are taxable to shareholders as ordinary income 
dividends) during 19X4. The dividend was paid on January 20, 19X5, to 
shareholders of record on January 10, 19X5. 
As of December 31, 19X4, the Company had available for federal income tax 
purposes an unused capital loss carryover of approximately $1,500,000, which 
will expire in 19X5.† 
5. Bank Loans 
The Company has an unsecured $3,000,000 bank line of credit; borrowings 
under this arrangement bear interest at 110 percent of the bank's prime rate. 
As of December 31, 19X4, the Company was paying interest at 11 percent per 
year on its outstanding borrowings. No compensating balances are required. 
6. Capital Share Transactions 
As of December 31, 19X4, there were 25,000,000 shares of $0.50 par value 
capital stock authorized and capital paid-in aggregated $15,184,000. 
Transactions in capital stock were as follows: 
Shares Amount 
19X4 19X3 19X4 19X3 
Shares sold 452,000 329,000 $2,177,000 $1,434,000 
Shares issued in reinvestment 
of dividends 222,000 207,000 1,000,000 845,000 
674,000 536,000 3,177,000 2,279,000 
Shares redeemed 104,000 121,000 456,000 530,000 
Net increase 570,000 415,000 $2,721,000 $1,749,000 
7. Investment Transactions 
Purchases and sales of investment securities (excluding short-term securities) 
were $32,000,000 and $23,300,000, respectively, for common stocks and bonds; 
purchases and sales of U.S. government obligations were $3,300,000 and 
$2,000,000. Net loss on investments for the year ended December 31, 19X4, was 
$560,000. That amount represents the net decrease in value of investments 
held during the year. The components are as follows: 
Long transactions $(501,000) 
Short sale transactions (75,000) 
Covered call options written 16,000 
$(560,000) 
† This would be disclosed if the Company had an available capital loss carryover as of December 
31, 19X4. 
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As of December 31, 19X4, the unrealized appreciation of securities was 
$2,189,000; accumulated undistributed net realized gains on investment trans-
actions totaled $850,000. 
8. Investment Advisory Fees and Other Transactions 
With Affiliates 
The Company pays advisory fees for investment management and advisory 
services under a management agreement (Agreement) that provides for fees to 
be computed at an annual rate of 0.5 percent of the Company's average daily 
net assets. Certain officers and directors of the Company are also officers and 
directors of the investment adviser. The Agreement provides for an expense 
reimbursement from the investment adviser if the Company's total expenses, 
exclusive of taxes, interest on borrowings, dividends on securities sold short, 
brokerage commissions, and extraordinary expenses, exceed 1.5 percent of the 
Company's average daily net assets for any full fiscal year. An expense reim-
bursement was not required for either 19X4 or 19X3. An expense reimburse-
ment of $0.01 per share was required in 19X0. 
The investment adviser also received $10,000 in 19X4 and $15,000 in 19X3 
from commissions earned on sales of XYZ Management Investment Company 
capital stock and $5,000 in 19X4 and $8,000 in 19X3 from brokerage fees on its 
executions of purchases and sales of portfolio investments. 
During 19X4, the Company incurred legal fees of $7,000 to Brown and Smith, 
counsel for the Company. John F. Smith, a partner of the firm, is a director of 
the Company. MNO Service Company, an affiliate of the investment adviser, 
received $4,000 in expense reimbursements for shareholder-related distribu-
tion expenses undertaken pursuant to a shareholder-approved plan. 
9. Portfolio Securities Loaned 
As of December 31, 19X4, the Company loaned common stocks having a value 
of approximately $570,000 and received cash collateral of $620,000 for the loan. 
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5.56 
Supplementary Information—Selected Per Share Data and Ratios* 
19X4 19X3 19X2 19X1 19X0 
Per Share Data 
Investment income $ .27 $ .30 $ .24 $ .20 $ .18 
Expenses .06 .10 .05 .03 .03† 
Investment income—net .21 .20 .19 .17 .15 
Distributions from investment 
income—net (.16) (.16) (.17) (.17) (.15) 
Net realized and unrealized gain 
(loss) on securities (.12) .71 .52 (.42) .48 
Distributions from realized gains 
on securities (.34) (.33) (.24) (.23) (.20) 
Net increase/decrease in net 
asset value (.41) .42 .30 (.65) .28 
Net asset value: 
Beginning of year 4.88 4.46 4.16 4.81 4.53 
End of year $4.47 $4.88 $4.46 $4.16 $4.81 
Ratios 
Ratio of expenses to average net 
assets (%) 1.33 1.31 .99 .82 .84 
Ratio of investment income—net 
to average net assets (%) 4.56 2.82 4.22 5.42 5.10 
Selected data for a share of capital stock outstanding throughout the year. 
† See Note 8 of the notes to financial statement. 
[Note: See paragraph 5.40 for a discussion of additional information that may be 
included in this schedule.] 
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Chapter 6 
Unit Investment Trusts 
6.01 A unit investment trust is an investment company organized under 
a trust agreement and indenture or similar instrument between the sponsor 
and the trustee. It has no board of directors, and issues only redeemable units 
of undivided interest or shares of beneficial interest, each representing a 
fractional undivided interest in the trust's portfolio of investment securities. 
Units remain outstanding until a unit holder tenders them to the trustee for 
redemption or until the trust is terminated. Trust agreements usually require 
periodic distribution pro rata to the unit holders of dividends in the amount of 
the trust's entire net income and capital gains, if any, and distribution of the 
proceeds of redemptions, maturities, or sales of obligations in the trust, unless 
the proceeds are used to pay for units to be redeemed. 
6.02 A unit investment trust is one of the three basic types of investment 
companies defined by the 1940 Act, as amended. The unit trust form is used 
primarily as an investment vehicle to (a) hold a portfolio of tax-exempt bonds, 
money market instruments, corporate bonds, and stocks or other types of 
securities, or (b) hold the shares of a particular management investment 
company being accumulated under a contractual plan. (See chapter 7 for a 
discussion of unit trusts as funding media for variable annuity contracts.) The 
form and content of financial statements of publicly held unit investment 
trusts are prescribed by article 6 of Regulation S-X and the financial schedules 
by rules 6-10(d) and 12-12 of Regulation S-X. 
6.03 The discussion in this chapter is restricted to bond and fixed income 
unit trusts and contractual plans because the majority of unit trusts and 
contractual plans are of those types, although investing entirely or just in 
equity securities are becoming increasingly common. The accounting and 
auditing procedures for unit trusts generally are similar to those for other 
investment companies described in the guide. 
Bond and Fixed Income Unit Trusts 
6.04 Shares in unit trusts representing self-liquidating pools of tax-ex-
empt or taxable bonds or other taxable fixed income securities held in custody 
by a corporate trustee were first offered to the investing public in the early 
1960s. 
6.05 The principal objectives of most bond and fixed income unit invest-
ment trusts are to generate a consistent income stream that may be taxable or 
tax-exempt and to preserve principal by investing in a diversified portfolio of 
securities. 
6.06 A sponsoring organization, such as an investment banking firm, 
initiates a unit trust by accumulating a group of securities of a type specified 
in the trust indenture. Portfolios may range in value from a few million dollars 
to $100 million or more and may consist of many individual issues. A tax-ex-
empt portfolio may be diversified by economic activity (such as education, 
health care, and housing) or geographic area, or it may be concentrated in a 
particular state to provide investors with income exempt from federal and state 
or local income taxes. The portfolio may be accumulated by the sponsor over a 
period ranging from a few days to several weeks or longer. At the deposit date, 
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the portfolio of securities or contracts to purchase securities is conveyed to a 
corporate trustee usually based on offering prices rather than bid prices as 
determined by an independent evaluator retained by the sponsor. Normally an 
irrevocable letter of credit is issued by a commercial bank and delivered to the 
corporate trustee to cover the cost and accrued interest to settlement dates or 
expected dates of delivery of portfolio securities. Securities offered on a when-
issued basis, delayed deliveries, or the normal settlement process may cause 
delayed deposits. An auditor normally audits a unit investment trust as of the 
opening of business on the date of deposit. 
6.07 The sponsoring company and other participating underwriters sell 
units of undivided interest at their public offering price, which is equal to the 
value of the underlying securities owned by the trust, including accrued 
interest, and other assets, if any, divided by the number of units outstanding 
plus a sales charge. The sales charge is a percentage of net asset value of the 
trust unit, excluding accrued interest. Many or all of the units of participation 
are usually placed by soliciting those who indicated an interest in the prelimi-
nary prospectus. On the formation of the trust, the sponsor may realize a profit 
or loss on the sale of the portfolio to the trust. The profit or loss represents the 
difference between the aggregate cost of the portfolio to the sponsor and the 
aggregate offering side valuation on the date of deposit. The initial schedule of 
investments should disclose the aggregate cost of the securities and the related 
net gain or loss to the sponsor. 
6.08 A unit investment trust may be adjustable. In that event, a limited 
amount of securities are placed in the trust and a limited number of units are 
issued at the initial date of deposit. Provision is made for adjusting the trust 
in size and number of units, generally over a six month period, by additional 
deposits of identical securities. 
6.09 A bond and fixed income unit investment trust does not offer partici-
pation units continuously. However, the sponsor usually maintains a secon-
dary market by repurchasing units from investors at prices based on the total 
bid prices of the underlying securities and by reoffering them at prices based 
on the current bid or offering prices of the underlying securities plus a sales 
charge. Alternatively, an investor can ask the trustee to redeem his or her units 
at a redemption price, which is usually based on the bid prices of the underly-
ing securities. 
6.10 After the initial syndication by the sponsoring entity, all accounting, 
record-keeping, and income-distribution services are performed by the trustee. 
The trustee distributes the accumulated income to unit holders at least semi-
annually and sometimes quarterly or monthly. Usually, as bonds are redeemed 
or as they mature, the proceeds are distributed to unit holders rather than 
reinvested in other investment securities. 
6.11 The trustee reports to unit holders periodically on the values of the 
underlying securities and on certain other financial information relating to the 
trust, as required by the trust agreement. The valuation policies are similar to 
those used by management investment companies. Financial statements are 
usually not distributed to unit holders; however, unaudited year-end distribu-
tion information is supplied by the sponsor or trustee. The trust agreement 
specifies the reporting of tax and other information. 
6.12 Some or all of the debt securities owned by certain trusts are covered 
by insurance obtained by the issuer or the trust to guarantee principal and 
interest payments when due. The valuation of securities in an insured portfolio 
is discussed in chapter 2. 
AAG-INV 6.07 
Unit Investment Trusts 111 
Taxes 
6.13 Unit investment trusts which invest principally in taxable securities 
usually qualify as regulated investment companies under subchapter M of the 
Code by complying with the applicable requirements. They generally distrib-
ute dividends in the amounts of all their taxable income and gains from sales 
of securities and are therefore not subject to federal income taxes. Conversely, 
unit investment trusts that invest principally in tax-exempt securities are 
usually organized as grantor trusts. 
6.14 If more than 50 percent of a unit investment trust's total assets 
consists of securities on which interest is exempt from federal income taxes 
under existing law when received by a trust, such interest retains its tax-ex-
empt character when dividends are distributed to unit holders in the amount 
of the interest. Amounts realized from capital gains and paid to unit holders 
by the trust are taxable to the unit holder. (Chapter 4 discusses taxes in more 
detail.) 
Illustrative Financial Statements 
6.15 The financial statements of unit investment trusts are similar to 
those of management investment companies. When a trust is formed, the 
financial statements filed with the SEC on Form S-6224 include a statement of 
assets and liabilities and a schedule of investments. Subsequently, if the 
sponsor repurchases and reoffers trust units in the secondary market, a 
posteffective amendment to Form S-6 must be filed periodically with the SEC. 
The financial statements included in the posteffective amendment, which are 
prepared in accordance with Regulation S-X, are a statement of assets and 
liabilities, a schedule of investments, a statement of operations, and a state-
ment of changes in net assets. Audited financial statements are provided to 
prospective investors and generally to existing investors in the prospectus. 
Form S-6 requires that both the statement of operations and statement of 
changes in net assets cover a three-year period. 
6.16 Certain disclosures required of registered investment companies for 
compliance with SEC rules and regulations are not presented in the illustra-
tive financial statements because they are not otherwise required by generally 
accepted accounting principles. Such compliance disclosures consist of— 
a. The aggregate cost, for federal income tax purposes, of the portfolio 
of investments according to rule 12-12 (note 8) of Regulation S-X. 
b. The gross unrealized appreciation for all securities in which there is 
an excess of value over tax cost, and gross unrealized depreciation 
for all securities in which there is an excess of tax cost over value 
according to rule 12-12 (note 8) of Regulation S-X. 
224 See footnote 7. 
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Exhibit 
6.17 
Anytown Income Trust 
First Intermediate Series 
Statement of Assets and Liabilities 
August 31, 19X4 
Trust Property 
Assets 
Investments in securities at market value (cost 
$14,591,035) (Note 1 and Schedule I) $13,878,788 
Interest receivable (Note 1) 339,174 
Cash 166,489 
Total 14,384,451 
Liabilities and Net Assets 
Liabilities 
Trustee and evaluator fees payable 47 
Accrued other expenses payable 475 
Total liabilities 522 
Net Assets 
Balance applicable to 15,500 units of fractional undivided 
interest outstanding (Notes 1 and 3) 
Cost of trust assets 14,591,035 
Net unrealized depreciation (712,247) 
13,878,788 
Balance of distributable funds 
(applicable to unit holders) 505,141 
Net assets $14,383,929 
Value per unit (15,500 units) $ 928 
The accompanying notes are an integral part of these financial statements. 
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Exhibit 
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Anytown Income Trust 
First Intermediate Series 
Statements of Operations 
(For the period from the date of deposit, March 23, 19X3, through 
August 31, 19X3, and for the year ended August 31, 19X4) 
Investment income 
Interest income (Note 1) 
Expenses (Note 1) 
Trustee's fee 
Evaluator's fee 
Other 
Total expense 
Investment income—net 
Realized and unrealized gain (loss) on 
investments 
Realized losses from securities 
transactions 
Unrealized appreciation (depreciation) 
during the period 
Net gain (loss) on investments 
Net increase in net assets resulting 
from operations 
For the 
Year Ended 
August 31, 
19X4 
$1,258,975 
14,063 
1,350 
1,083 
16,496 
1,242,479 
(12,738) 
(738,828) 
(751,566) 
$ 490,913 
From 
March 23, 
19X3 
Through 
August 31, 
19X3 
$554,509 
5,411 
375 
351 
6,137 
548,372 
(12,765) 
26,581 
13,816 
$562,188 
The accompanying notes are an integral part of these financial statements. 
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Exhibit 
6.20 
Anytown Income Trust 
First Intermediate Series 
Statements of Changes in Net Assets 
(For the period from the date of deposit, March 23, 19X3, through 
August 31, 19X3, and for the year ended August 31, 19X4) 
Increase (decrease) in net assets from 
operations 
Investment income—net 
Net realized losses on investment sold 
Net unrealized market appreciation 
(depreciation) 
Net increase in net assets resulting 
from operations 
Distributions to unit holders 
Distributions to unit holders (declared 
and paid $88.10 and $33.94 per 
unit, respectively) (Note 2) 
Accrued income as of the date of 
deposit 
Investment income—net 
Proceeds from the disposition of 
investments 
Total distributions 
Increase (decrease) in net assets 
Net assets 
Beginning of year 
End of year (including $505,140 in 
19X4 and $494,069 in 19X3 of 
undistributed net investment 
income) 
For the 
Year Ended 
August 31, 
19X4 
$ 1,242,479 
(12,738) 
(738,828) 
490,913 
5,182 
1,231,408 
129,000 
1,365,590 
(874,677) 
15,258,606 
From 
March 23, 
19X3 
Through 
August 31, 
19X3 
$ 548,372 
(12,765) 
26,581 
562,188 
360,787 
54,303 
110,999 
526,089 
36,099 
15,222,507 
$14,383,929 $15,258,606 
The accompanying notes are an integral part of these financial statements. 
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Exhibit 
6.21 
Anytown Income Trust 
First Intermediate Series 
Notes to Financial Statements 
1. Summary of Significant Accounting Policies 
The Trust was organized on March 23, 19X3, under the laws of the Common-
wealth of Massachusetts by a Trust Indenture and Agreement, and is registered 
under the Investment Company Act of 1940. The significant accounting policies 
of the Trust include the following. 
Investments in marketable securities. Security transactions are recorded on 
the trade date. Investments owned are carried at market value, which is the 
closing bid price on the last day of trading during the period, except that value 
on the date of deposit (March 23, 19X3) represents the cost to the Trust based 
on offering prices for investments at that date. The difference between cost and 
market value is reflected as unrealized appreciation (depreciation) of invest-
ments. Realized gains (losses) from securities transactions are determined for 
federal income tax and for financial reporting purposes on the identified cost 
basis. 
Income taxes. No provision for federal income taxes has been made in the 
accompanying financial statements because the Trust intends to continue to 
qualify for the tax treatment applicable to regulated investment companies 
under the Internal Revenue Code. Under existing law, if the Trust so qualifies, 
it will not be subject to federal income tax on net income and capital gains that 
are distributed to unit holders. 
Investment expenses. The Trust pays a fee for trustee services to XYZ Bank 
that is based on $0.75 per $1,000 of outstanding investment principal. In 
addition, a fixed fee of $35 is paid to a service bureau for portfolio valuation at 
least weekly and more often at the discretion of the trustee. 
2. Distributions of Income and Redemption of Units 
The Trust Agreement requires that the net income and net realized capital 
gains (if any) of the Trust, as well as the proceeds from the sale, redemption, 
or maturity of securities (to the extent that the proceeds are not used to redeem 
units), be distributed to unit holders monthly. 
The Agreement also requires the Trust to redeem units tendered for redemp-
tion at a price determined on the basis of bid prices of the securities of the Trust. 
No units were sold or redeemed by the trustee during the period from the date 
of deposit (March 23, 19X3) through August 31, 19X4. 
3. Original Cost to Unit Holders 
The original cost to investors225 represents the aggregate initial offering price 
as of the date of deposit exclusive of accrued interest, computed on the basis 
set forth in this prospectus. A reconciliation of the original cost of units to 
investors to the net amount applicable to investors as of August 31, 19X4, is 
set forth below. 
225 This information is required by Regulation S-X and is not otherwise required by generally 
accepted accounting principles. 
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Original cost to investors $15,475,560 
Less— 
Gross underwriting 
commissions (619,022) 
Cost of securities sold or 
redeemed since date 
of deposit (265,503) 
Net unrealized deprecia-
tion of securities (712,247) 
Net amount applicable 
to investors $13,878,788 
4. Supplementary Information226 
Selected data for a unit of the Trust outstanding throughout each period 
follows. 
19X4 19X3 
Interest income $ 81.22 $ 35.77 
Expenses 1.06 .39 
Investment income—net 80.16 35.38 
Income distributions (79.44) (3.50) 
.72 31.88 
Accrued income and principal 
distributions (8.66) (30.44) 
Net realized (loss) and change in 
unrealized (depreciation) (48.49) .89 
Increase (decrease) in net asset value (56.43) 2.33 
Net asset value, beginning of the 
period 984.43 982.10 
Net asset value, end of the period, 
including distributable funds $928.00 $984.43 
Contractual Plans 
6.22 A contractual plan, which is a form of unit investment trust that 
invests in shares issued by a management investment company, is an accumu-
lation plan specifying the total intended investment amount, a stated pay-in 
period, and provisions for regular monthly or other periodic payments by the 
investor. Such plans provide a systematic means of investing regularly in the 
shares of a particular management investment company. Payments, less sales 
charges, custodian fees, and insurance premiums, are invested in management 
investment company shares at net asset value as received. A substantial 
portion of the sales charge, applicable to the total amount to be invested, is 
usually deducted from the first year's payments (front-end load) or the first 
three years' payments (spread load). 
6.23 A contractual plan is usually formed by a sponsor corporation to 
provide investors with a systematic investment plan. The sponsor acts for the 
investors in establishing the custodian agreement, arranging for a group life 
226 If trust units are redeemed at other than net asset value, the effect of such redemptions 
should be considered in calculating the per unit information. 
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insurance policy for insured plans, selling the plans, and preparing such 
documents as the prospectuses and annual reports (Form N-SAR) for the SEC. 
Investors who agree to pay a lump sum to a single payment plan or a series of 
monthly amounts over a specified period to a periodic payment plan are the 
second parties to the plan. The third party to the plan is the custodian, who 
receives the planholders' payments, holds the trust's assets, and may also act 
as servicing agent, if required under the agreement. When acting in the 
capacity of servicing agent, the custodian processes planholders' payments, 
maintains planholders' accounts, credits dividends and distributions, proc-
esses partial and full liquidations, and deducts and pays insurance premiums 
for insured accounts. 
6.24 Some custodians maintain inception-to-date historical information 
for each plan account. However, average-cost records or the cost of shares to 
the entire plan may also be maintained. 
6.25 Contractual plans differ in concept and financial statement presen-
tation from unit investment trusts. All of a contractual plan's assets consist of 
securities issued by a single management investment company, whereas a unit 
investment trust's assets consist of a number of portfolio securities. 
Taxes 
6.26 The Code, as amended, provides that contractual plans should not be 
treated as separate taxable entities. They therefore have no liabilities for 
federal taxes and are not required to file tax returns. For federal tax purposes, 
investors are deemed to be the owners of the. underlying fund shares accumu-
lated in their accounts. Consequently, federal income taxes apply to dividends 
received by investors. Chapter 4 has an additional discussion on taxes. 
Illustrative Financial Statements 
6.27 A contractual plan's audited financial statements are presented in 
the plan prospectus but are not usually sent to existing planholders, who 
instead receive the annual and semiannual reports of the underlying manage-
ment investment company in which they are accumulating shares. The spon-
sor's audited financial statements are also required to be included in the 
prospectus. 
6.28 Information in financial statements is usually presented for single 
payment plans, monthly payment plans with insurance, and monthly payment 
plans without insurance. It is preferable, however, to present single and 
monthly payment plans as separate series, because the insurance feature is an 
option available only to monthly payment planholders. It is not unusual for 
insured plans to become uninsured plans by request or default (sometimes with 
subsequent reinstatement of insurance) so that reporting of those plans as 
different series need not be done. 
6.29 The financial statements present information about the entire plan, 
and their format is similar to that used for management investment companies. 
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Exhibit 
6.30 
XYZ Sponsors Corporation 
Systematic Investment and 
Single-Payment Investment Plans 
for the Accumulation of Shares of 
Sample Fund, Inc. 
Statement of Assets and Liabilities 
September 30, 19X4 
Assets 
Sample Fund, Inc. shares, at value 
(identified cost $1,954,607) $1,958,578 
Cash 9,000 
Total assets 1,967,578 
Liabilities 
Payable for Sample Fund, Inc. 
shares purchased $3,200 
Planholders' prepayments of life 
insurance premiums 4,500 
Custodian fees payable 1,000 
Sponsor fees payable 300 
Total liabilities 9,000 
Net Assets 
Net assets (equivalent to $6.73 per share 
based on 291,022 shares of capital stock 
owned on outstanding plans) $1,958,578 
The accompanying notes are an integral part of these financial statements. 
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Exhibit 
6.31 
XYZ Sponsors Corporation 
Systematic Investment and 
Single-Payment Investment Plans 
for the Accumulation of Shares of 
Sample Fund, Inc. 
Statement of Operations 
Year Ended September 30, 19X4 
Investment income 
Distributions received on shares of 
Sample Fund, Inc. from— $ 51,942 
Net investment income 96,571 
Realized gains 148,513 
Expenses 
Custodian fees $5,000 
Delegated service fees 2,000 
Total expenses 7,000 
Investment income—net 141,513 
Realized and unrealized gain (loss) 
on investments 
Realized gains on complete and partial 
liquidations, including shares 
delivered to planholders 9,899 
Unrealized appreciation (depreciation) 
during the year 5,164 
Net realized and unrealized gain on 
plan shares 15,063 
Net increase in net assets resulting 
from operations $156,576 
The accompanying notes are an integral part of these financial statements. 
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Exhibit 
6.32 
XYZ Sponsors Corporation 
Systematic Investment and 
Single-Payment Investment Plans 
for the Accumulation of Shares of 
Sample Fund, Inc. 
Statements of Changes in Net Assets 
Years Ended September 30, 19X4 and 19X3 
19X4 19X3 
Increase (decrease) in net assets from: 
Investment income—net $ 141,513 $ 51,700 
Realized gain on plan liquidations 9,899 5,204 
Unrealized appreciation (depreciation) 
on plan shares held 5,164 (1,557) 
156,576 55,347 
Distributions to planholders from 
investment income—net (141,513) (51,700) 
Capital share transactions—net (Note 2) 1,172,589 735,316 
Net increase in net assets 1,187,652 738,963 
Net assets 
Beginning of year 770,926 31,963 
End of year $1,958,578 $770,926 
The accompanying notes are an integral part of these financial statements. 
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6.33 
XYZ Sponsors Corporation 
Systematic Investment and 
Single-Payment Investment Plans 
for the Accumulation of Shares of 
Sample Fund, Inc. 
Notes to Financial Statements 
1. Significant Accounting Policies 
The Plan is a unit investment trust registered under the Investment Company 
Act of 1940. The following significant accounting policies, which are in conform-
ity with generally accepted accounting principles for unit investment trusts, 
are consistently used in the preparation of its financial statements. 
Security valuation. Investments are valued at the net asset value of fund 
shares held. 
Transaction dates. Shares transactions are recorded on the trade dates. 
Income and capital gains distributions are recorded on the ex-dividend dates. 
Income taxes. No provision is made for federal income tax. All distributions 
of net investment income and capital gains received by planholders are treated 
as if received directly from the underlying Fund. A planholder realizes a gain 
or loss on liquidation for cash but not on withdrawal of the underlying Fund 
shares. 
AAG-INV 6.33 
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2. Capital Shares 
As of September 30, 19X4, the plan held 291,022 shares of Sample Fund, Inc. 
Capital transactions in Sample Fund, Inc. shares were as follows: 
19X4 19X3 
Amount Shares Amount Shares 
Planholder payments $1,655,225 $1,056,300 
Less— 
Sales charges 530,439 338,309 
Custodian fees 18,366 11,720 
Insurance 
premiums 4,573 3,108 
553,378 353,137 
Balance invested in 
Sample Fund, 
Inc. shares 1,101,847 162,104 703,163 106,500 
Shares of Sample 
Fund, Inc. 
acquired 
on reinvestment 
of distributions 
received 131,766 21,133 48,078 7,732 
Redemptions and 
cancellations of 
Sample Fund, 
Inc. shares (61,024) (9,022) (15,925) (2,427) 
Net increase $1,172,589 174,215 $735,316 111,805 
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3. P lanholders ' Cost of Sample Fund Shares 
The investment in Sample Fund, Inc. shares is carried at identified cost, which 
represents the amount available for investment (including reinvested distribu-
tions of net investment income and realized gains) in such shares after deduc-
tion of sales charges, custodian fees, and insurance premiums, if applicable. 
The totals for each plan type are listed below: 
Plans Outstanding 
September 30, 19X4 
Monthly Single 
Payment Payment 
Plans Plans Total 
Total payments made by 
planholders on plans 
outstanding $1,811,473 $1,116,634 $2,928,107 
Reinvested distributions from— 
Net investment income 44,838 17,215 62,053 
Realized gains 68,220 52,838 121,058 
Total 1,924,531 1,186,687 3,111,218 
Deductions 
Sales charges 538,195 199,337 737,532 
Custodian fees 198,504 — 198,504 
Insurance premiums 6,372 — 6,372 
Total deductions 743,071 199,337 942,408 
Net investment in Sample 
Fund, Inc. shares 1,181,460 987,350 2,168,810 
Less: Cost of partial 
withdrawals 126,838 87,365 214,203 
Net cost of Sample Fund, 
Inc. shares 1,054,622 899,985 1,954,607 
Unrealized appreciation 2,883 1,088 3,971 
Net amount applicable to 
planholders $1,057,505 $ 901,073 $1,958,578 
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Chapter 7 
Variable Annuity Separate Accounts 
7.01 This chapter discusses variable annuity separate accounts of life 
insurance companies. Separate accounts, also known as variable accounts, are 
used to support variable annuity contracts and variable life insurance policies. 
Separate accounts are registered investment companies under the 1940 Act, 
without an applicable exemption. A variable annuity is both a security regis-
tered under the Securities Act of 1933 (without an applicable exemption) and 
an annuity policy filed with and approved and regulated by state insurance 
departments.227 
7.02 A variable annuity is a contractual arrangement that combines some 
features of an investment company's products (the contract holder assumes the 
risk of investment gain or loss) with certain traditional insurance features (the 
insurance company provides certain insurance guarantees and assumes the 
risk of mortality and administrative expenses). A significant difference be-
tween a traditional or fixed annuity and a variable annuity is that, in sponsor-
ing a fixed annuity, the insurance company assumes the risk of investment 
gain or loss and guarantees the contract holder a specified interest rate and 
monthly annuity payment. In a variable annuity, the contract holder assumes 
the risk of investment gain or loss because the value of the individual account 
varies with the investment experience of a specific portfolio of securities (that 
is, the securities held in the separate account). In both, the insurance company 
generally assumes the mortality risk and administrative expenses for a con-
tractually fixed fee or fees. 
7.03 Variable annuities are funded by and issued through separate ac-
counts of insurance companies. A registered separate account is either an 
open-end investment company or a unit investment trust. A separate account 
is not a legal entity, but an accounting entity with accounting records for 
variable annuity assets, liabilities, income, and expenses that are segregated 
as a discrete operation within the insurance company. The insurance com-
pany's other separate accounts and its general account do not affect the results 
of the variable annuity separate account. The combined separate accounts 
must file an annual statement with state insurance regulatory authorities. The 
separate account is not taxed separately for federal and state tax purposes; it 
is included with the operations of the insurance company. However, for pur-
poses of the 1940 Act, a separate account is an independent entity, separate 
from the insurance company, and cannot rely on the 1940 Act's exemption for 
insurance companies. 
7.04 The following three approaches are used to invest the underlying 
assets of variable annuity contracts: 
a. Direct investment by the variable annuity separate account in indi-
vidual securities (if the separate account is an open-end investment 
company) 
227 This chapter does not apply to variable life products, such as life insurance in which policy 
benefits vary with investment performance, the investments of which are also held in separate 
investment accounts. Variable life products are new products of the life insurance industry. Their 
design and applicable requirements are still evolving. Though variable life products are not discussed 
in this guide, auditors may find the guidance in this chapter helpful in dealing with variable life 
separate accounts. 
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b. Investment in a registered investment company formed to receive 
proceeds from such contract holders (if the separate account is a unit 
investment trust) 
c. Investment in a registered investment company that generally sells 
shares to the public (if the separate account is a unit trust) 
The third approach is available only for tax-qualified variable annuities. 
History 
7.05 In 1959, the Supreme Court ruled that variable annuities constitute 
securities subject to registration with the SEC. In 1964, the U.S. Court of 
Appeals for the Third Circuit ruled that separate accounts funding variable 
annuities are investment funds that are separable from the insurance com-
pany and therefore not exempted from the 1940 Act. 
7.06 Investor interest in fixed-return investments waned in the 1960s as 
investors' confidence in common stock as a means of combating the effects of 
inflation increased. Many bank trust departments assumed the duties of 
pension fund management and provided flexible funding arrangements, in-
cluding equity investments. To meet bank competition, the life insurance 
industry developed variable annuities, which became increasingly popular in 
the late 1960s after federal legislation encouraged self-employed individuals 
and other professionals to establish pension accounts. 
7.07 The insurance industry introduced investment annuities in the mid-
1960s as a further variation of variable annuities. Investment annuities al-
lowed individual contract holders to select their specific investment vehicles. 
Generally, custodian accounts were established with a third party, usually a 
bank, in which contract holders deposited cash or other assets. The insurer 
received an annual fee, usually based on a percentage of the invested assets. 
Though the account's assets were owned by the insurer, they were segregated 
for the benefit of contract holders, who directed their investments and could 
sell or exchange those assets at any time. Further, it was possible to fully or 
partially redeem investment annuities before the annuity payout period began 
by paying the insurer a penalty. Assets remaining in an account at the contract 
holder's death accrued to the insurer as a terminal premium. Investment 
annuities are no longer treated as annuities for federal income tax pur-
poses.228 
7.08 The popularity of investment and variable annuities diminished 
with the lackluster equity markets during the early 1970s. However, new 
variable annuity products were developed later in the 1970s and the early 
1980s to meet the demands of the marketplace caused by increasing rates of 
inflation and high yields on fixed-return investment instruments. The first 
variable annuity wrapped around a mutual fund was developed in 1972. Such 
variable annuities were developed to provide both competitive investment 
yields and the retirement guarantees and tax deferrals inherent in annuity 
products. 
7.09 An annuity wrapped around mutual fund shares differs from other 
variable annuities because a wraparound annuity is based on shares of an 
underlying investment vehicle, such as a mutual fund, and not on a pro rata 
share of individual stocks, bonds, and other investments owned by a separate 
228 Revenue Ruling 80-274. 
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account. The wraparound annuity separate account's assets typically are in-
vested in a corporate bond fund, a common stock fund with different objectives, 
a liquid assets fund, or in a combination of those. The contract holder can 
allocate all or a portion of each payment among those investments. 
Product Design 
7.10 A significant objective of a variable annuity contract is to provide an 
investment that is responsive to changes in the cost of living and that can be 
used to accumulate investment funds before retirement and benefits after 
retirement. Before retirement, the accumulated value of the individual account 
varies with investment performance and can be withdrawn by the contract 
holder in whole or in part. A contract holder may elect to receive the accumu-
lated value of the individual account at retirement in a lump sum, in monthly 
payments that are fixed or variable, or in a combination of both (depending on 
the options available under the particular contract). If a variable benefit option 
is elected, the accumulated value of the contract holder's account reflects the 
investment performance of the securities portfolio after retirement as well as 
before. 
7.11 The provisions of variable annuity contracts can require contract 
holders to make periodic payments to the sponsoring insurance company, or 
the contract can call for a single premium payment or provide for other 
methods of payment. Products typically are designed as front-end loaded or 
back-end loaded, as specified in the prospectus. Products with a front-end load 
deduct sales charges from contract holders' purchase payments, whereas back-
end loaded products reduce the surrender value by contractually specified 
charges, if any. The net payment is used to buy accumulation units of the 
separate account. The value of the separate account at any time is allocated 
among contract holders based on the number and value of their accumulation 
units representing their interest in the separate account. The total value of a 
contract holder's accumulation units is the amount available to the contract 
holder at any time. 
7.12 If a contract holder dies during the accumulation period, the death 
benefit varies, depending on the terms of the contract. The value of the death 
benefit is determined as of the valuation date and paid according to the 
applicable laws and regulations governing the payment of death benefits. If a 
contract holder dies after the annuity commencement date, the death benefit 
is the amount specified in the annuity option selected by the contract holder (it 
can be zero). 
7.13 Typically, the insurance company charges the separate account a 
specified amount for investment management services (only if it is an open-
ended investment company) and fees for mortality risk and administration 
expenses. The insurance company assumes the risk that the annuitant's 
mortality will be less than the rates assumed and that administration and 
investment expenses will not exceed the fee charged. 
7.14 The insurance company assumes the mortality risk by incorporating 
annuity rates in the contract, which cannot be changed. Variable annuity 
payments are computed based on contractually specified mortality tables. The 
insurance company generally retains the longevity risk regardless of the 
method of payout the contract holder elects and must continue payments even 
though contract holders or their beneficiaries, depending on the payment 
options selected, live longer than anticipated. This is known as the mortality 
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risk. To compensate the insurance company for assuming the mortality risk, a 
mortality risk premium, which is an amount usually computed daily as a 
percentage of the daily net asset value of the separate account, is deducted 
from the separate account. The insurance company may not increase the rate 
of that premium to existing contract holders. If the mortality risk premium is 
insufficient to compensate it for its costs, the loss is assumed by the insurance 
company. Conversely, if the mortality risk premium is greater than its costs, 
the excess is the insurance company's gain. 
7.15 The amount of the first annuity payment of a variable annuity is 
determined by applying a factor in the applicable annuity table to the contract 
value as of the date on which annuity payments begin, in accordance with the 
annuity option specified in the application. The first payment is divided by the 
value of an annuity unit, a unit of measure used to calculate variable annuity 
payments, to determine subsequent variable annuity payments, and to estab-
lish the number of annuity units for each monthly payment. The number of 
annuity units determined on the annuity commencement date remains fixed 
during the annuity payment period. 
7.16 The amounts of the second and subsequent payments are deter-
mined by multiplying a fixed number of annuity units by the annuity unit 
value on the date on which the payments are due. Thus, subsequent variable 
annuity payments vary in accordance with the underlying investment perform-
ance of the separate account and the resulting annuity unit value. 
Reserve for Future Contract Benefits 
7.17 As stated previously, a variable annuity payment option provides an 
annuity with payment amounts that are not predetermined, but that vary in 
accordance with the results of the underlying investment. The annuity period 
begins when amounts accumulated under the contract (the contract value) are 
applied under the method-of-payment option selected by the contract holder 
and payments begin. At each financial reporting date, the variable annuity 
financial statements include a reserve for future contract benefits for each 
contract in the payout period. 
7.18 That reserve for future contract benefits, known as the annuity 
reserve account, is the total of an actuarial computation of the discounted 
amount of the expected annuity payments for each contract or group of con-
tracts based principally on the annuity payments multiplied by the individuals' 
expected mortality rates on an annuity table. 
7.19 The annuity reserves are calculated by multiplying the number of 
annuity units required for each contract, based on the contractually specified 
mortality table, by the annuity unit value. 
SEC Registration 
7.20 A separate account is established by resolution of the insurance 
company's board of directors in accordance with the insurance laws of the state 
of domicile. It is subject to policy-form approval and other requirements in each 
state in which the company offers the annuity. Courts have determined that 
variable annuities and separate accounts are subject to registration and regu-
lation under the 1933 and 1940 Acts, respectively. The registrant is the 
separate account. 
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7.21 Initially, variable annuity issuers registered as management invest-
ment companies because they invested their assets in the open market and 
therefore resembled typical mutual funds in their investment objectives. The 
1940 Act has a number of technical requirements for a management invest-
ment company. Among them are requirements for an elected board of directors, 
proxy statements, and other requirements for publicly held corporations. A 
separate account of a life insurance company is not a legal entity. Under state 
insurance laws it is owned by and forms a part of the life insurance company. 
Therefore, the requirements for a board of directors, proxy statements, and the 
like are inconsistent with the status of the separate account as part of the Ufe 
insurance company. Further, a separate account cannot exist as an entity 
apart from the life insurance company. 
7.22 Accordingly, since 1969, a number of separate accounts have regis-
tered under the 1940 Act as unit investment trusts to avoid some of the 
technical requirements for companies registered as management investment 
companies under that Act. Further, the form of a unit investment trust 
accommodates the need for separate accounting for the performance of specific 
pools of assets of group annuity contracts, personal contracts, and annuity 
contracts subject to different tax rules. The unit investment trust form may 
also accommodate lower expense charges and more flexibility in adding new 
products. 
7.23 In 1985, the SEC adopted two registration forms for use by separate 
accounts offering variable annuity contracts that register under the Securities 
Act of 1933 and the Investment Company Act. Form N-3 is the registration 
form of separate accounts registered as management investment companies. 
Form N-4 is the registration form for unit investment trusts. Though those 
forms integrate and codify disclosure requirements for separate accounts and 
shorten the prospectus, they provide more information to investors. The audi-
tor should become familiar with their requirements. 
Auditing Considerations 
7.24 Because most features of a variable annuity are similar to those of a 
mutual fund, the auditing guidance in other chapters of this guide applies also 
to variable annuities. However, there are major differences between variable 
annuities and mutual funds in accounting for contracts in the payout period, 
the calculation of the reserve for contracts in the payout period, and the 
taxation of insurance companies. 
7.25 The mortality and interest rate assumptions are the two most sig-
nificant factors in determining annuity reserves based on the annuity option 
selected by the contract holder, the contract holder's age at issue, and the date 
of issue of the annuity. The auditor should become satisfied with the variable 
annuity reserves by consulting published tables for the appropriate reserve 
factors and testing that those factors have been appropriately applied to the 
master file containing all outstanding contracts in the payment period. Abroad 
outline of auditing procedures to be followed in the audit of reserves is de-
scribed in the AICPA Industry Audit Guide, Audits of Stock Life Insurance 
Companies. 
7.26 As previously stated, the insurance company assumes certain risks 
in issuing variable annuities. If the amount of the reserve is ultimately too 
small or too large, it does not affect the separate account but creates an amount 
payable to or from the insurance company. Among the factors that should be 
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considered in examining the financial statements of a separate account fund-
ing a variable annuity is the insurance company's ability to perform if the 
variable annuity's assets are insufficient to meet the variable annuity's obliga-
tions. 
Taxation of Annuities 
7.27 Variable annuity contracts are designed for use primarily by indi-
viduals under retirement plans, which, under the provisions of the Code, may 
be qualified or nonqualified plans. The ultimate effect of federal income taxes 
on the contract value, annuity payments, and the economic benefit to the 
contract owner, annuitant, or beneficiary depends on the insurance company's 
tax status, the type of retirement plan for which the contract is purchased, and 
the individual's tax and employment status. The discussion in this section is 
general and is not intended to be an all-inclusive and comprehensive treatise 
on the current tax status of variable annuities. 
7.28 If the annuity contract qualifies as such under the Code, a contract 
holder is generally not taxed on increases in the value of a contract until he 
receives payment in a lump sum or as an annuity under the settlement option 
elected. Because the variable account is a part of the operations of an insurance 
company, it is generally taxed as an insurance company under existing federal 
income tax law, not separately as a regulated investment company under 
subchapter M of the Code. Accordingly, under the Code, reinvested investment 
income is automatically applied to increase insurance company reserves under 
the contracts, and is not taxed. No provision for federal income taxes on 
investment income is required, therefore, in the variable annuity fund finan-
cial statements. 
7.29 Before 1984, net realized capital gains and losses of variable annuity 
accounts attributable to nonqualified contracts were consolidated with the 
capital gains and losses of the insurance company to determine the insurance 
company's total amount of taxes payable. The Tax Reform Act of 1984 changed 
the taxation of gains or losses associated with investments of nonqualified 
contracts. Beginning in 1984, realized gains or losses of the separate account 
have not been included in the insurance company's income tax return. Instead, 
the related tax effects have been presented in contract holders' income tax 
returns on withdrawal of the funds. 
7.30 In the past several years, there have been significant developments 
in the taxation of annuities and life insurance, some of which have affected 
variable annuities. When variable annuities were introduced, questions arose 
about whether they would be taxed under the Code in the same manner as 
traditional or fixed annuities. Section 801(g) was added to the Code in 1959 to 
exempt earnings on variable annuities. It provides that the term annuity 
contract includes variable annuities based on recognized mortality tables and 
the insurer's investment experience. 
7.31 When the unit investment trust approach was developed using 
mutual funds as the underlying investment, insurers relied on several tax 
rulings as the basis for treating mutual fund wraparounds in a manner similar 
to the treatment of traditional variable annuities. 
7.32 However, in April 1977, the IRS issued Revenue Ruling 77-85, which 
concluded that because contract holders have control over the assets and 
investments, they own the underlying assets and are liable for tax on their 
earnings. Regardless of Revenue Ruling 77-85, the IRS issued favorable letter 
rulings on wraparound annuities between 1977 and 1980. In Revenue Ruling 
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80-274, however, the IRS picked up the language of Revenue Ruling 77-85 and 
concluded that the position of a contract holder of an annuity wrapped around 
a savings account is as if the investment had been maintained or established 
directly with a savings and loan association. Thus, the contract holder is taxed 
on a current basis on the separate account income. 
7.33 On September 25, 1981, the IRS issued Revenue Ruling 81-225, 
which held that, for federal income tax purposes, the insurance company and 
not the contract holder will be considered the owner of mutual fund shares 
underlying investments for an annuity contract, provided that such shares are 
unavailable to the public. Accordingly, under that ruling, if the mutual fund 
shares are not available to the public, the contract holder is not treated as the 
owner of the shares, and dividends applicable to such shares are not currently 
includable in the contract holder's gross income. 
7.34 Section 817(h) of the Internal Revenue Code requires the invest-
ments of a separate account (or the underlying mutual fund, if the separate 
account is a unit investment trust) to be "adequately diversified" in accordance 
with Treasury regulations for annuity contracts to qualify as such under 
section 72 of the Code. Proposed regulations, which would be effective for years 
beginning after December 31, 1983, were issued in September 1986, but have 
not been adopted as of May 1987. 
7.35 Section 72(s) of the Code provides that a contract should not be 
treated as an annuity for tax purposes unless it provides for certain required 
distributions in the event of the contract holder's death. 
7.36 Section 72(q) of the Code imposes certain penalties on early with-
drawals from annuity contracts. 
7.37 The Tax Reform Act of 1986 also affects the taxation of annuities 
(including variable annuities). Tax implications on product design and the life 
insurance company's tax status are considerations to be reviewed each year in 
the audit of variable annuity financial statements. 
Illustrative Financial Statements 
7.38 The financial statements illustrated in this chapter are for variable 
annuity separate accounts registered as management investment companies. 
Financial statements for variable annuity separate accounts registered as unit 
investment trusts follow the format for unit investment trusts illustrated in 
chapter 6. 
7.39 Certain disclosures required of registered investment companies for 
compliance with SEC rules and regulations are not presented in the illustra-
tive financial statements that follow because they are not otherwise required 
by generally accepted accounting principles. These compliance disclosures 
include— 
• The total cost, for federal income tax purposes, of the portfolio of 
investments according to rule 12-12 of Regulation S-X. 
• The gross unrealized appreciation for all securities in which there is 
an excess of value over tax cost, and gross unrealized depreciation for 
all securities in which there is an excess of tax cost over value according 
to rule 12-12 of Regulation S-X. 
• Additional disclosures required by rule 12-12 of Regulation S-X per-
taining to collateral for repurchase agreements, and by rule 4-08(m) 
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of Regulation S-X requiring certain additional disclosures if the carry-
ing amounts of repurchase or reverse repurchase agreements exceed 
10 percent of total assets or the amount at risk (as defined) under such 
agreements exceeds 10 percent of net asset value. 
• The components of net assets presented as a separate schedule or in 
the notes to the financial statements according to rule 6-05.5 of 
Regulation S-X. 
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Exhibit 
7.40 
ABC Variable Annuity Separate Account 
Statement of Assets and Liabilities 
Year Ended December 31, 19X4 
Assets 
Investment in common stocks at market (average cost 
$21,411,829) (Note 1) $25,923,997 
Total assets 25,923,997 
Liabilities 
Miscellaneous 14,388 
Total liabilities 14,388 
Net assets $25,909,609 
Net assets attributable to variable annuity contract 
holders — 
12,326,506 accumulation units at $2.05 per unit $25,232,258 
Annuity reserves (Note 1) 677,351 
$25,909,609 
The accompanying notes are an integral part of these financial statements. 
Note: A statement of assets and liabilities in financial statements presented in accordance 
with generally accepted accounting principles should include a schedule of investments in securities. 
That schedule should follow the format illustrated in chapter 5. 
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ABC Variable Annuity Separate Account 
Statement of Operations 
Year Ended December 31, 19X4 
Investment income 
Income 
Dividends $473,865 
Interest 400,000 
Total income $ 873,865 
Expenses 
Mortality and expense risks 
(Notes 1 and 4) 253,022 
Investment advisory fee (Note 3) 82,097 
Total expenses 335,119 
Investment income — net 538,746 
Realized and unrealized gain on 
investments (Note 2) 
Realized net gain from securities 
sold 4,022,505 
Unrealized depreciation of investments (2,660,108) 
Net gain on investments 1,362,397 
Net increase in net assets resulting 
from operations $1,901,143 
The accompanying notes are an integral part of these financial statements. 
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7.42 
ABC Variable Annuity Separate Account 
Statements of Changes in Net Assets 
Years Ended December 31, 19X4 and 19X3 
19X4 19X3 
Increase (decrease) in net assets 
from operations 
Investment income—net $ 538,746 $ 432,776 
Realized gain on investments—net 4,022,505 3,911,023 
Increase (decrease) in unrealized 
appreciation or 
depreciation—net (2,660,108) 3,698,545 
Net increase in net assets 
resulting from operations 1,901,143 8,042,344 
Changes from principal transactions 
Purchase payments, less sales and 
administrative expenses and 
applicable premium taxes 2,841,570 2,538,803 
Contract terminations (5,458,530) (4,465,188) 
Annuity payments (87,230) (64,673) 
Adjustments to annuity reserves 
(Note 1) 9,434 (21,768) 
Decrease in net assets derived from 
principal transactions (2,694,756) (2,012,826) 
Total increase (decrease) (793,613) 6,029,518 
Net assets 
Beginning of year 26,703,222 20,673,704 
End of year $25,909,609 $26,703,222 
The accompanying notes are an integral part of these financial statements. 
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7.43 
ABC Variable Annuity Separate Account 
Notes to Financial Statements 
1. Significant Accounting Policies 
The ABC Variable Annuity Separate Account (the Account) is registered under 
the Investment Company Act of 1940, as amended, as a diversified, open-end 
management investment company. The Account is sold exclusively for use with 
retirement plans that are qualified under the Internal Revenue Code. The 
following is a summary of significant accounting policies consistently followed 
by the Account. The operations of the Account are part of ABC Life Insurance 
Company (the Insurance Company). 
Security valuation. Investments in securities traded on a national securities 
exchange or exchanges are valued at their last sales prices on the principal 
exchange on December 31, 19X4, or if there was no reported sale during the 
day and for over-the-counter securities, at the last bid prices on that date. 
Security transactions and related investment income. Security transactions 
are accounted for on the trade date (the date the order to buy or sell is executed), 
and dividend income is recorded on the ex-dividend date. Interest income is 
recorded on the accrual basis. Net investment income and net realized and 
unrealized gain (loss) on investments are allocated to the contracts on each 
valuation date based on each contract's pro rata share of the net assets of the 
Account as of the beginning of the valuation period. 
Federal income taxes. The Account is not taxed separately because the 
operations of the Account are part of the total operations of the Insurance 
Company. The Insurance Company is taxed as a life insurance company under 
the Internal Revenue Code. The Account will not be taxed as a regulated 
investment company under subchapter M of the Code. Under existing federal 
income tax law, no taxes are payable on the investment income or on the capital 
gains of the Account. 
Annuity reserves. Annuity reserves are computed for currently payable con-
tracts according to the Progressive Annuity Mortality Table. The assumed 
interest rate is 3.5 percent unless the annuitant elects otherwise, in which case 
the rate may vary from zero to 5 percent, as regulated by the laws of the 
respective states. Charges to annuity reserves for mortality and expense risks 
experience are reimbursed to the Insurance Company if the reserves required 
are less than originally estimated. If additional reserves are required, the 
Insurance Company reimburses the variable annuity account. 
2. Purchases and Sales of Investment Securities 
The aggregate costs of purchases and proceeds from sales of investments (other 
than short-term securities) for the year ended December 31, 19X4, were 
$15,585,114 and $21,108,532, respectively. Gains and losses from sales of 
investments are computed on the basis of average cost. 
3. Advisory and Service Fees With Affiliates 
During the year ended December 31, 19X4, the Account incurred management 
fees of $82,097, payable to the Account's investment adviser, Traditional 
Management Company, an affiliate of the Insurance Company. The advisory 
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agreement provides for a fee at the annual rate of 0.3066 percent of the average 
net assets of the Account. Deductions from purchase payments for sales and 
administrative expenses, which for the year ended December 31, 19X4, 
amounted to $162,525 and $61,361, respectively, were retained by the Insur-
ance Company. 
4. Mortality and Expense Risks and Deductions 
Although variable annuity payments differ according to the investment per-
formance of the Account, they are not affected by mortality or expense experi-
ence because the Insurance Company assumes the expense risk and the 
mortality risk under the contracts. The Insurance Company charges the Ac-
count assets for assuming those risks. For calendar year 19X4, the mortality 
and expense risk charges totaled $223,702. 
The expense risk assumed by the Insurance Company is the risk that the 
deductions for sales and administrative expenses and for investment advisory 
services provided for in the variable annuity contract may prove insufficient to 
cover the cost of those terms. 
The mortality risk assumed by the Insurance Company has two elements: a 
life annuity mortality risk and, for deferred annuity contracts, a minimum 
death refund risk. 
The life annuity mortality risk results from a provision in the contract in 
which the Insurance Company agrees to make annuity payments regardless of 
how long a particular annuitant or other payee lives and how long all annui-
tants or other payees as a class live if payment options involving life contingen-
cies are chosen. Those annuity payments are determined in accordance with 
annuity purchase rate provisions established at the time the contracts are 
issued. 
Under deferred annuity contracts, the Insurance Company also assumes a 
minimum death refund risk by providing that there will be payable, on the 
death of the annuitant during the accumulation period, an amount equal to the 
greater of (1) the aggregate purchase payments without interest and reduced 
by any partial surrender, and (2) the value of the contract as of the death 
valuation date. 
If those deductions are insufficient to cover the cost of the expense and 
mortality risks assumed by the Insurance Company, the Insurance Company 
absorbs the resulting losses and makes sufficient transfers to the fund from its 
general assets. Conversely, if those deductions are more than sufficient after 
the establishment of any contingency reserves deemed prudent or required by 
law, the excess is transferred to the Insurance Company. 
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7.44 
Supplementary Information—Selected Per Share Data and Ratios 
(Selected data for a share of accumulation 
unit outstanding throughout each year) 
Year ended December 31, 
19X4 19X3 19X2 19X1 19X0 
Per share data 
Investment income $ .07 $ .05 $ .06 $ .05 $ .05 
Expenses .03 .02 .02 .01 .01 
Investment income—net .04 .03 .04 .04 .04 
Net realized and 
unrealized gain (loss) 
on investments .10 .52 .14 .06 (.11) 
Net increase (decrease) 
in net asset value .14 .55 .18 .10 (.07) 
Beginning of year 1.91 1.36 1.18 1.08 1.15 
End of year $2.05 $1.91 $1.36 $1.18 $1.08 
Ratios _ 
Ratio of operating 
expenses to average 
net assets (%) 1.26 1.26 1.26 1.26 1.26 
Ratio of investment 
income—net to 
average net assets (%) 2.00 1.91 3.24 3.41 3.05 
Note: See paragraph 5.40 for a discussion of additional information that may be included in 
this schedule. Also, see item 4 of SEC Registration Form N-4 for the required condensed financial 
information that must be included in the prospectus. 
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Chapter 8 
Other Accounts and Considerations 
8.01 This chapter presents matters not discussed elsewhere in this guide. 
Investment Advisory (Management) Fee 
8.02 As discussed in chapter 1, an investment adviser is usually engaged 
by an investment company and is paid a fee, which generally is the largest 
expense incurred by the company. It is usually reflected in the daily net asset 
value calculation at rates established by the investment advisory agreement. 
Certain agreements may provide for performance fee adjustments based on a 
comparison of the companies' performances against indexes specified in the 
agreements.229 
8.03 The amount of a performance fee recorded at an interim date should 
be based on performance to date. However, according to the SEC's polity, 
interim payments to the adviser should be based on the minimum fee provided 
in the agreement, because if performance for the year yields a fee that is lower 
than the interim payments, an excess may represent a loan to the adviser. 
Performance fees based on a rolling or moving period are discussed in Release 
No. 7113 of the 1940 Act. 
8.04 The securities laws of certain states in which the investment com-
pany's securities are sold may impose limitations on certain investment com-
pany expenses. The usual agreement requires the investment adviser to 
reimburse the company for certain expenses that exceed a specified percentage 
of the average net assets during the year. To determine whether an expense 
reimbursement receivable should be accrued at an interim date, estimated 
expenses and sales and redemptions of fund shares for the remainder of the 
year should be considered. In the absence of strong evidence to the contrary 
about estimated sales and redemptions of fund shares, it may be assumed that 
average net assets will remain constant. The independent auditor should 
review the calculations for agreement with the provisions of the investment 
advisory contract. 
Expenses 
8.05 The investment company's expenses should be reviewed for compli-
ance with the provisions of the investment advisory contract, the prospectus, 
and other relevant agreements. (See paragraph 5.29.) 
Cash 
8.06 The auditor should become satisfied that the applicable recordkeep-
ing requirements of the 1940 Act are being met.230 Procedures to test cash are 
similar to those used to audit the financial statements of other business 
enterprises. They should be applied to cash on hand or in noncustodial accounts 
229 SEC Release No. 7113 of the 1940 Act. 
230 Rules 31a-1, 31a-2, and 31a-3 of the 1940 Act. 
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and to other funds subject to withdrawal restrictions.231 A special report to the 
board of directors is required by SEC Release No. 7164 of the 1940 Act if the 
auditor finds inadequacies in internal control for petty cash. 
Minutes 
8.07 In reviewing the board of directors' minutes, the auditor should note 
such significant items as dividend declarations and amendments to and con-
tinuation of contracts and agreements with such entities as the adviser, the 
transfer agent, the custodian, and the underwriter. 
Expenses During the Development Stage 
8.08 The provisions of FASB Statement No. 7, Accounting and Reporting 
by Development Stage Enterprises, apply to financial statements issued by 
investment companies in the development stage, as defined in that Statement. 
8.09 A newly formed investment company incurs organization expenses 
unless it is sponsored by a management company that has agreed to absorb 
such expenses. Organization expenses consist of expenses incurred to establish 
the company and legally equip it to engage in business. 
8.10 An open-end investment company, organized to offer shares of capi-
tal stock to the public continuously and to invest the proceeds from the sale of 
such capital stock, should not be considered organized until it has registered 
securities with the SEC. Therefore, expenses incurred by a newly organized 
open-end investment company to prepare its initial registration statement and 
to obtain its SEC clearance should be accounted for as organization expenses; 
expenses incurred after the registration statement has been declared effective 
by the SEC, such as printing prospectuses for sales purposes, are not usually 
considered organization expenses. Organization expenses of investment com-
panies are usually deferred and amortized. The SEC requires all organization 
expenses expected to be incurred by the fund to be presented as a liability in 
the investment company's financial statements, which are included in the 
initial registration statement. 
8.11 Once an investment company has been organized to do business, it 
usually engages immediately in its planned principal operations, that is, the 
sale of capital stock and investment of funds. Employee training, development 
of markets for the sale of capital stock, and similar activities are usually 
performed by the investment adviser or other agent, and their costs are not 
borne directly by the investment company. However, an investment company, 
particularly one not engaging an agent to manage its portfolio and to perform 
other essential functions, may engage in such activities for a time and may bear 
those costs directly during its development stage. 
8.12 Paragraph 10 of FASB Statement No. 7 notes that "generally accepted 
accounting principles that apply to established operating enterprises . . . shall 
determine whether a cost incurred by a development stage enterprise is to be 
charged to expense when incurred or is to be capitalized or deferred." There-
fore, the costs discussed in the preceding paragraph are deemed not to be 
organization expenses and should be accounted for in accordance with gener-
ally accepted accounting principles for established operating enterprises. 
8.13 Recurring registration fees and expenses of open-end companies are 
charged to expense. Closed-end companies charge all registration fees against 
paid-in capital at the time shares are sold. 
231 SEC Releases 6863, 7107, and 7164 under the 1940 Act. 
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Amortization of Deferred Costs 
8.14 Costs deferred by an investment company should be subject to the 
assessment of recoverability applicable to an established operating company. 
Such costs should be amortized to income over the period that a benefit is 
expected to be realized. That period may vary by the type of expense. 
8.15 The investment company's accounting policies for deferred costs 
should be disclosed in the notes to the financial statements. 
Organization Expenses 
8.16 Organization expenses generally are amortized over the period of 
benefit, but not over more than sixty months from the date operations began. 
The straight-line method should be applied unless the company demonstrates 
that another systematic and rational method is more appropriate. 
8.17 If the amortization of such expenses is based on assets expected to 
be managed over the period selected, the estimated growth rate initially used 
to establish an amortization table should be reviewed frequently and adjusted, 
if necessary, to reflect experience. 
Costs of Printing Prospectuses 
8.18 Costs of printing prospectuses for sales purposes, if paid by the fund, 
are generally deferred and amortized on a straight-line basis over the period 
during which the prospectus may be used. If it becomes evident during that 
period that the prospectus will be effective for a shorter period than originally 
anticipated, the adjustment should be accounted for prospectively as a change 
in estimate. 
Registration Fees 
8.19 Deferred SEC and state registration fees should be amortized as 
registered shares of stock are sold over sixty months or less. 
Unusual Income Items 
8.20 Unusual income items, such as amounts recovered from the settle-
ment of litigation, are usually recognized in the financial statements when the 
company acquires an enforceable right. Before an unusual item is collected, it 
should be valued by the board of directors, and subsequent changes in its value 
should be recorded. The item and a subsequent revaluation should be pre-
sented as other income, if any, or as a separate income item. If the item is 
sufficiently material in relation to net investment income, it should be pre-
sented as a line item immediately before net investment income, unless the 
item is clearly identifiable with realized or unrealized gains or losses. The tax 
ramifications of such unusual credits are discussed in chapter 4. 
Provision for Taxes 
8.21 Provisions for taxes by investment companies are usually presented 
under the separate income categories (that is, investment income and realized 
and unrealized gains) to which they apply. However, if the company, such as a 
tax-managed fund, does not meet the requirements necessary to be taxed as a 
regulated investment company, such provisions for taxes should be presented 
in the statement of operations in total as a deduction from income before taxes, 
that is, similar to the usual presentation for other taxable entities. A provision 
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for deferred income taxes, if any, should be presented separately. If a liability 
for taxes on accumulated earnings is recorded in accordance with FASB 
Statement No. 5, Accounting for Contingencies, it should be similarly disclosed. 
An allocation of taxes to income categories is not relevant for such companies, 
because, unlike investment companies, which act as tax conduits, companies 
that do not qualify to be taxed as regulated investment companies do not pass 
through to shareholders investment income or realized gains. Because the 
entity is taxed at the corporate level, shareholders incur capital gains or losses 
only on redemption of shares, regardless of the nature of the income earned by 
the company during the period of ownership. 
Form N-SAR 
8.22 Form N-SAR is the semiannual and annual report filed with the SEC 
by all registered management investment companies, small business invest-
ment companies, and unit investment trusts. 
8.23 Form N-SAR, effective April 30, 1985, contains numerous items and 
must be filed with the SEC within sixty days of the end of the semiannual or 
annual reporting period, as applicable. Unit investment trusts are required to 
file annual reports only. The company's independent auditors are not required 
to audit and report on items contained in Form N-SAR. 
8.24 Form N-SAR requires a management investment company to pro-
vide a report of its independent public accountant on the company's internal 
control. Form N-SAR states that the report should be ''based on a review, study, 
and evaluation of the accounting system, the system of internal accounting 
control, and procedures for safeguarding securities made during the audit of 
the financial statements. The report should disclose material weaknesses in 
the accounting system, the system of internal accounting control procedures 
for safeguarding securities that exist as of the end of the registrant's fiscal 
year. Disclosure of a material weakness should include an indication of any 
corrective action taken or proposed." The accountant's report should be pre-
sented as an exhibit to the form (N-SAR) filed for the company's fiscal year and 
should be addressed to the company's shareholders and board of directors, 
dated, and signed manually. It should also indicate the city and state where 
issued. An illustrative report is presented in chapter 9. 
8.25 The SEC has indicated that it will not regard the fact that the 
accountant's report is attached to Form N-SAR as acknowledgment that the 
form has been reviewed by the accountant. 
8.26 Small business investment companies or other investment compa-
nies not required by either the Investment Company Act or other federal or 
state laws, or rules or regulations thereunder, to have audits of their financial 
statements are exempt from the provisions regarding auditors' letters on 
internal control. 
Business Combinations 
8.27 Investment companies that combine normally combine in tax-free 
reorganizations. In such reorganizations, shares of one company are exchanged 
for substantially all the shares or assets of another. The primary purpose of 
such combinations is to reduce operating costs and improve performance by 
minimizing certain fixed costs over a large asset base. The composition of the 
acquired investment company's portfolio usually is less important to the acqui-
ror than the overall size of the acquired pool of assets. One of the combining 
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companies usually is clearly the survivor, retaining its name and investment 
objectives. Following a combination, portfolios of investment companies often 
are realigned to fit the objectives, strategies, and goals of the surviving com-
pany. It is generally unnecessary to adjust the carrying values of assets or 
liabilities to determine exchange formulas, because the net assets of invest-
ment companies are stated at value for financial reporting purposes. 
8.28 Tax-free business combinations of investment companies are ac-
counted for by a method that most closely approximates the accounting fol-
lowed for tax purposes. Companies combined in a nontaxable exchange of 
shares should carry forward the historical cost basis of investment securities 
to the surviving entity and should not restate the results of operations for 
precombination periods. The amount of unrealized appreciation or deprecia-
tion and the amount of undistributed investment company income, if signifi-
cant, should be disclosed separately to report meaningful information about 
the fund's performance. 
8.29 The statement of operations, the statement of changes in net assets, 
and the schedule of selected per share data are not restated. 
8.30 If the combination is a taxable reorganization, the provisions of APB 
Opinion No. 16, Business Combinations, should be followed, including its 
disclosure requirements. The essential difference between the purchase 
method and that used for tax-free business combinations is that under the 
purchase method the cost basis of the assets acquired is restated to value on 
the date of the combination. 
8.31 Disclosures for all business combinations should include a summary 
of the essential elements of the combination, that is, the effective date, the 
number and value of shares issued by the surviving company, the exchange 
ratio, the tax status, and tax attributes. The separate and combined aggregate 
net assets should be presented as of the date of combination. (See appendix E, 
"Illustrative Financial Statement Presentation for Tax-Free Business Combi-
nations of Investment Companies.") 
Diversification of Assets 
8.32 An investment company may use a worksheet such as the one in 
appendix C to determine and document that it has complied with the diversi-
fication requirements stated in its registration statement. The auditor should 
consider reviewing that worksheet to become satisfied about the fund's repre-
sentations of the diversification of its assets. 
8.33 Those diversification requirements differ from the requirements 
under subchapter M, discussed in chapter 4. 
Equity Method 
8.34 Investment companies are exempt from applying APB Opinion No. 
18, The Equity Method of Accounting for Investments in Common Stock, to their 
portfolio securities because they account for them at value. Such companies do 
not normally consolidate their financial statements, except for ownership in 
another investment company. However, investments in assets that provide 
facilities or services to the investment company for long-term operating pur-
poses should ordinarily be carried on the equity basis in accordance with APB 
Opinion No. 18. 
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Distribution Expenses 
8.35 Rule 270.12b-1 of the 1940 Act permits an investment company, in 
compliance with specified conditions, to pay for costs incurred to distribute its 
shares. Payments are made pursuant to a plan, commonly known as a "12b-1 
plan," adopted by the board of directors. There are many forms of such plans, 
and the auditor should review their provisions. Distribution expenses paid 
with an investment company's assets are accounted for as operating ex-
penses.232 
232 Rule 6-07.2(f) of Regulation S-X. 
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Chapter 9 
Independent Auditor's Reports 
9.01 The auditor's report on the audit of a management investment 
company's financial statements states specifically that securities have been 
confirmed or physically examined to substantiate their existence.233 That 
statement is made because of the high relative importance of investments in 
securities to the business of an investment company. It is customary (required 
for registered investment companies) to address the auditor's report to the 
company's shareholders and its board of directors.234 
9.02 The following auditor's reports on financial statements illustrate 
pertinent items discussed in the guide, but do not cover all the diverse circum-
stances that may occur in practice. It is essential, therefore, that the auditor 
modify the reports according to the requirements of the particular circum-
stances. 
Reports on Financial Statements 
9.03 The following form of auditor's report may be used to express an 
unqualified opinion on the financial statements: 
Independent Auditor's Report 
To the Shareholders and 
Board of Directors: 
XYZ Investment Company 
We have audited the accompanying statement of assets and liabilities of XYZ 
Investment Company, including the schedule of portfolio investments, as of 
December 31, 19X4, and the related statements of operations and cash 
flows235 for the year then ended, the statement of changes in net assets for each 
of the two years in the period then ended, and the selected per share data and 
ratios for each of the five years in the period then ended. These financial 
statements and per share data and ratios are the responsibility of the Com-
pany's management. Our responsibility is to express an opinion on these 
financial statements and per share data and ratios based on our audits. 
We conducted our audits in accordance with generally accepted auditing 
standards. Those standards require that we plan and perform the audit to 
obtain reasonable assurance about whether the financial statements and per 
share data and ratios are free of material misstatement. An audit includes 
examining, on a test basis, evidence supporting the amounts and disclosures 
in the financial statements. Our procedures included confirmation of securities 
owned as of December 31, 19X4, by correspondence with the custodian and 
brokers. An audit also includes assessing the accounting principles used and 
significant estimates made by management, as well as evaluating the overall 
financial statement presentation. We believe that our audits provide a reason-
able basis for our opinion. 
233 SEC, Codification of Financial Reporting Policies, section 404.03.a. 
234 Section 32(a) of the 1940 Act. 
235 FASB Statement No. 102, Statement of Cash Flows—Exemption of Certain Enterprises and 
Classification of Cash Flows from Certain Securities Held for Resale, amends FASB Statement No. 
95, Statement of Cash Flows, to exempt highly liquid companies that meet specified conditions from 
the requirement to provide a statement of cash flows. 
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In our opinion, the financial statements and selected per share data and ratios 
referred to above present fairly, in all material respects, the financial position 
of XYZ Investment Company as of December 31, 19X4, the results of its 
operations and its cash flows236 for the year then ended, the changes in its net 
assets for each of the two years in the period then ended, and the selected per 
share data and ratios for each of the five years in the period then ended, in 
conformity with generally accepted accounting principles. 
Independent Auditor 
Anytown, USA 
January 21, 19X5 
9.04 The reference to "and brokers" in the fourth sentence of the scope 
paragraph is not normally required if the investment company's financial 
statements do not show an amount payable for securities purchased. Also, if 
securities were "verified by examination," the report should be modified to 
state that. 
9.05 The accountant's report for a fund referred to as a "series fund" needs 
to be modified because of the uniqueness of the financial statements that have 
evolved to present its financial position, results of operations, and cash flows. 
The financial position, results of operations, and cash flows of the portfolios or 
other entities constituting the series are frequently presented in separate 
columns. The financial statements of the series may also be presented as if the 
series were a separate entity. In both cases, the scope of the audit should be 
sufficient to enable the auditor to report on the individual financial statements 
of the various entities constituting the series fund. 
9.06 The following illustration is for a multicolumnar presentation of the 
portfolios constituting the series: 
Independent Auditor's Report 
To the Shareholders and 
Board of Directors 
XYZ Series Investment Company: 
We have audited the statements of assets and liabilities, including the sched-
ules of investments, of XYZ Series Investment Company (comprising, respec-
tively, the Foreign, Domestic Common Stock, Long-Term Bond, and 
Convertible Preferred Portfolios) as of December 31, 19X4, and the related 
statements of operations and cash flows237 for the year then ended, the 
statements of changes in net assets for each of the two years in the period then 
ended, and the selected per share data and ratios for each of the five years in 
the period then ended. These financial statements and per share data and ratios 
are the responsibility of the Company's management. Our responsibility is to 
express an opinion on these financial statements and per share data and ratios 
based on our audits. 
[Same second paragraph as in the report illustrated in paragraph 9.03] 
In our opinion, the financial statements and selected per share data and ratios 
referred to above present fairly, in all material respects, the financial position 
of each of the respective portfolios constituting the XYZ Series Investment 
Company as of December 31, 19X4, the results of their operations and their 
cash flows238 for the year then ended, the changes in their net assets for each 
236 See footnote 235. 
237 See footnote 235. 
238 See footnote 235. 
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of the two years in the period then ended, and the selected per share data and 
ratios for each of the five years in the period then ended, in conformity with 
generally accepted accounting principles. 
Independent Auditor 
Anytown, USA 
January 21, 19X5 
9.07 The following illustration is for a presentation of one of the portfolios 
or entities constituting the series: 
Independent Auditor's Report 
To the Shareholders and 
Board of Directors 
XYZ Series Investment Company: 
We have audited the accompanying statement of assets and liabilities, 
including the schedule of portfolio investments, of the Convertible Preferred 
Portfolio (one of the portfolios constituting the XYZ Series Investment Com-
pany) as of December 31, 19X4, and the related statements of operations and 
cash flows239 for the year then ended, the statements of changes in net assets 
for each of the two years in the period then ended, and the selected per share 
data and ratios for each of the five years in the period then ended. These 
financial statements and per share data and ratios are the responsibility of the 
Company's management. Our responsibility is to express an opinion on these 
financial statements and per share data and ratios based on our audits. 
[Same second paragraph as in the report illustrated in paragraph 9.03.] 
In our opinion, the financial statements and selected per share data and ratios 
referred to above present fairly, in all material respects, the financial 
position of the Convertible Preferred Portfolio of the XYZ Series Investment 
Company as of December 31, 19X4, and the results of its operations and cash 
flows240 for the year then ended, the changes in its net assets for each of the 
two years in the period then ended, and the selected per share data and ratios 
for each of the five years in the period then ended, in conformity with generally 
accepted accounting principles. 
Independent Auditor 
Anytown, USA 
January 21, 19X5 
The auditor's reports illustrated in this paragraph and in paragraph 9.06 are 
not intended to be all-encompassing or necessarily illustrative of all situations 
that may be encountered in practice. 
9.08 If the auditor concludes that the valuation procedures are inade-
quate or unreasonable, or that the underlying documentation does not support 
the valuation, the auditor should express a qualified opinion as follows: 
Independent Auditor's Report 
To the Shareholders and 
Board of Directors 
XYZ Investment Company: 
[Same first and second paragraphs as in the report illustrated in paragraph 
9.03.] 
239 See footnote 235. 
240 See footnote 235. 
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As explained in Note 2, the financial statements include securities valued at 
$ ( % of net assets), whose values have been estimated by the 
Board of Directors in the absence of readily ascertainable market values. We 
have reviewed the procedures used by the Board of Directors in arriving at its 
estimate of value of such securities and have inspected underlying documenta-
tion. In our opinion, those procedures are not reasonable, and the documenta-
tion is not appropriate to determine the value of the securities in conformity 
with generally accepted accounting principles. The effect on the financial 
statements of not applying adequate valuation procedures is not readily deter-
minable. 
In our opinion, except for the effects on the financial statements and selected 
per share data and ratios of the valuation of investment securities determined 
by the Board of Directors, as described in the preceding paragraph, the financial 
statements and selected per share data and ratios referred to above present 
fairly, in all material respects, the financial position of XYZ Investment 
Company as of December 31, 19X4, the results of its operations and its cash 
flows241 for the year then ended, the changes in its net assets for each of the 
two years in the period then ended, and the selected per share data and ratios 
for each of the five years in the period then ended, in conformity with generally 
accepted accounting principles. 
Independent Auditor 
Anytown, USA 
January 21, 19X5 
Report on Examination of Securities Pursuant to Rules 
Under the 1940 Act 
9.09 The following form of report is used for each examination of securi-
ties mandated under rules 17f-1 and -2 of the 1940 Act. 
To the Board of Directors of 
XYZ Management Investment Company: 
We have examined the investment accounts shown by the books and records of 
XYZ Management Investment Company for the period from the date of our last 
similar examination on April 28, 19X4, to August 17, 19X4. Our examination 
was made without prior notice to the Company.242 It is understood that this 
report is solely for the use of management and the Securities and Exchange 
Commission and should not be used for any other purpose. 
Securities owned as of the close of business on August 17, 19X4, shown by the 
books and records audited by us, which we counted and inspected, were located 
in the vault of [name and address], except for securities purchased but not 
received, pledged, or out for transfer on that date, as to which we obtained 
confirmation from the brokers, pledgees, and transfer agents, respectively. 
Because the above procedures do not constitute an audit in accordance with 
generally accepted auditing standards, we do not express an opinion on the 
investment accounts referred to above. In connection with the procedures 
referred to above, no matters came to our attention that caused us to believe 
that the specified accounts should be adjusted. Had we performed additional 
procedures or had we audited the financial statements in accordance with gen-
241 See footnote 235. 
242 The phrase "without prior notice to the Company" should be deleted if the audit was not 
performed on a surprise basis. 
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erally accepted auditing standards, matters might have come to our attention 
that would have been reported to you. This report relates only to the invest-
ments specified above and does not extend to any financial statements of XYZ 
Investment Company, Inc., taken as a whole. 
Independent Auditor 
Anytown, USA 
September 23, 19X4 
Report on Internal Control Required by the SEC 
9.10 The following is an illustration of the independent auditor's report 
on a management investment company's internal control based on the results 
of procedures performed in obtaining an understanding of internal control and 
assessing control risk. These procedures should include the review, study, and 
evaluation of internal control, including controls over safeguarding securities 
required by the instructions to Form N-SAR.* 
Board of Directors 
XYZ Investment Company 
In planning and performing our audit of the financial statements of XYZ 
Investment Company for the year ended December 31, 19X1, we considered its 
internal control, including controls over safeguarding securities, in order to 
determine our auditing procedures for the purpose of expressing our opinion 
on the financial statements and to comply with the requirements of Form 
N-SAR, not to provide assurance on internal control. 
The management of XYZ Investment Company is responsible for establishing 
and maintaining internal control. In fulfilling this responsibility, estimates and 
judgments by management are required to assess the expected benefits and 
related costs of controls. Generally, controls that are relevant to an audit 
pertain to the entity's objective of preparing financial statements for external 
purposes that are fairly presented in conformity with generally accepted 
accounting principles. Those controls include the safeguarding of assets against 
unauthorized acquisition, use, or disposition. 
Because of inherent limitations in internal control, errors or irregularities may 
occur and may not be detected. Also, projection of any evaluation of internal 
control to future periods is subject to the risk that it may become inadequate 
because of changes in conditions or that the effectiveness of the design and 
operation may deteriorate. 
Our consideration of internal control would not necessarily disclose all matters 
in internal control that might be material weaknesses under standards estab-
lished by the American Institute of Certified Public Accountants. A material 
weakness is a condition in which the design or operation of any specific internal 
control component does not reduce to a relatively low level the risk that errors 
or irregularities in amounts that would be material in relation to the financial 
statements being audited may occur and not be detected within a timely period 
by employees in the normal course of performing their assigned functions. 
However, we noted no matters involving internal control, including controls 
* Internal control terminology used in this report has been updated to reflect the issuance of 
SAS No. 78, Consideration of Internal Control in a Financial Statement Audit: An Amendment to SAS 
No. 55. 
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over safeguarding securities, that we consider to be material weaknesses as 
defined above as of December 31, 19X1.243 
This report is intended solely for the information and use of management and 
the Securities and Exchange Commission. 
Accounting Firm 
New York, New York 
February 15, 19X2 
243 If conditions believed to be material weaknesses are disclosed, the report should describe the 
weaknesses that have come to the auditor's attention and may state that these weaknesses do not 
affect the report on the financial statements. The last sentence of the fourth paragraph of the report 
should be modified as follows: 
However, we noted the following matters, involving the (control environment, accounting system, 
control procedures, or procedures for safeguarding securities) and its (their) operation that we 
consider to be material weaknesses as defined above. These conditions were considered in deter-
mining the nature, timing, and extent of the procedures to be performed in our audit of the fin-
ancial statements of XYZ Investment Company for the year ended December 31, 19X1, and this 
report does not affect our report thereon dated February 15, 19X2. [A description of the material 
weaknesses that have come to the auditor's attention would follow. Also, Sub-item 77B of the in-
structions to Form N-SAR says "(d)isclosure of a material weakness should include an indication 
of any corrective action taken or proposed."] 
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Appendix A 
Venture Capital and Small Business 
Investment Companies 
Venture capital investment companies, including most small business invest-
ment companies, and business development companies differ in operating 
method from other types of investment companies. The usual open-end or 
closed-end company is a passive investor, whereas the venture capital invest-
ment company is more actively involved with its investees. In addition to 
providing funds, whether in the form of loans or equity, the venture capital 
investment company often provides technical and management assistance to 
its investees as needed and requested. 
The portfolio of a venture capital investment company may be illiquid by the 
very nature of the investments, which are usually securities with no public 
market. Often, gains on those investments are realized over a relatively long 
holding period. The nature of the investments therefore requires valuation 
procedures that differ markedly from those used by the typical investment 
company with which this guide primarily deals. 
Venture capital investment companies may incur liabilities not generally 
found in other investment companies. Leverage opportunities available to the 
owners of those companies are not available to open-end companies and are not 
often found in closed-end companies. SBICs, by statute, may borrow from the 
Small Business Administration (SBA), often at advantageous rates, up to two 
or three times their paid-in capital. 
Though all venture capital investment companies should prepare their finan-
cial statements in conformity with generally accepted accounting principles 
and are subject to audit as are other investment companies, the statement 
presentation of some companies may need to be tailored to present the infor-
mation in a manner most meaningful to their particular group of investors. For 
example, if debt is a significant item, a balance sheet might be more appropriate 
than a statement of net assets. Also, different regulatory procedures may apply. 
Publicly owned SBICs are subject to the provisions of Article 5 of Regulation 
S-X, whereas other publicly owned venture capital investment companies are 
subject to Article 6. 
The unique features (primarily the existence of significant debt) of SBICs 
often make it desirable that their financial statements be presented in a 
conventional balance sheet format. SBICs are regulated by the SBA and 
accordingly are required to comply with part 107 of the SBA rules and regula-
tions. Appendixes I and II of part 107 deal with specific aspects of SBA 
regulation, such as the specific audit procedures and reporting requirements 
(for example, on Form 468) of the SBA for small business investment compa-
nies, the system of account classification, and guidance on proper techniques 
and standards to be followed in valuing portfolios. The auditor of an SBIC 
should be familiar with those publications and aware of changes in SBA 
regulations. 
The format for reporting the results of SBIC operations varies from that 
presented in this guide for other types of investment companies. 
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Appendix B 
Computation of Amortization of OID, Market 
Discount and Premium 
[Table 1 appears on the next page.] 
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Appendix C 
Internal Revenue Code Worksheets 
I. Code Section 851 requirements: 
Assets (as of close of each quarter): 
Cash, receivables, securities, and total 
other assets (total assets) $ 
Cash, receivables, government 
securities, and securities of other 
regulated investment companies $ 
Other securities not including either 
(a) securities of any one issuer having a 
value in excess of 5 percent of line A or 
(b) securities representing more than 10 
percent of the outstanding voting 
securities of any one issuer. (Exclude 
entire amount of investments that 
exceed either limitation.) 
(Lines B-1 plus B-2) $ 
25 percent of line A $ 
Line B-3 must be at least 50 percent 
of line A 
No one issue (other than government securities or securities of other regulated 
investment companies) can exceed line C. 
Income (for the taxable year to date*): 
1. Gross gains (tax basis, excluding all losses) 
on: 
a. Stock or securities sold $ 
b. Options, futures, and forwards 
c. Foreign currencies 
2. Interest and dividends from investments 
3. Income from securities on loan _ 
4. Other Income _ 
D Total (sum of lines 1 through 4) $ 
E 10 percent of line D $ 
F 30 percent of line D $ 
Other income not derived with respect to the fund's business of investing in 
stock, securities or currencies cannot exceed line E. (Note that the secretary 
may by regulations exclude from qualifying income foreign currency gains that 
are not directly related to the RIC's principal business of investing in stock or 
securities [or options and futures with respect to stock or securities]). 
Gains on certain securities and other financial instruments held less than three 
months must be less than line F. (These securities are: stock or securities; op-
* This computation should be done by the IRC at least monthly so that failure to meet the 
requirements can be determined and corrected on a current basis. 
A 
B-1 
B-2 
B-3 
C 
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tions, futures, or forward contracts [other than options, futures, or forward 
contracts on foreign currencies]; or foreign currencies [or options, futures, or 
forward contracts on foreign currencies] but only if such currencies [or options, 
futures, or forward contracts] are not directly related to the RIC's principal 
business of investing in stock or securities [or options and futures with respect 
to stocks or securities]). 
II. Eligibility of company's ordinary income dividends for the 70 percent 
dividend-received deduction for corporations: 
A Net income† $ 
B Qualifying dividends†† $ 
C Line B divided by line A % 
The company must advise corporate shareholders of the portion of its distribu-
tions that are eligible for the 70 percent dividend-received deduction. Line C 
should reflect the correct percentage. 
III. Test of dividend-paid deduction and federal income tax status 
Year Ended 
Ordinary Income 
1. Net income (exclusive of equalization) 
Adjustments— 
2. Non-taxable cash dividends received ( ) 
3. Reclassification of foreign currency gain/loss ( ) 
4. Other ( ) 
5. Total 
Add— 
6. Net short-term capital gains in excess 
of net long-term capital losses 
7. Net Investment (taxable) income 
Deduct— 
Dividend payments in— 
8. Current year, total 
9. Current year, related back to prior year ( ) 
10. Subsequent year, to be related back to current year 
(IRC section 855(a)) 
11. January of subsequent year, to be related back to 
current year (IRC section 852(b)(7)) for calendar 
year funds only 
12. Gross equalization debits (optional)—see section II.D. 
for possible limitations) 
13. Total 
14. Subchapter M net income (loss) 
(item 7 less item 13) 
15. 10% of net investment income (item 7) 
16. Excess of 14 over 15 (excess means a 
disqualification) 
† Investment income less expenses plus excess of net short-term capital gains over net long-
term capital losses. 
†† Qualifying dividends do not include dividend funds received from foreign corporations, 
REITS, or dividends on stock held less than 46 days 
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17. Net long-term gain (loss) 
18. Net short-term gain (loss) 
19. Cash dividends treated as gains 
20. Reclassification of foreign currency gain/loss 
21. Deferral of current year post-October losses deferred 
22. Reversal of prior year post-October losses deferred 
23. Other 
24. Total 
Deduct— 
25. Carryforward loss of fund 
26. Carryforward loss acquired by merger (subject to 
limitations) 
27. Total 
28. Net gain (loss) 
Deduct— 
Distributions paid in— 
29. Current year, total 
30. Current year, related back to prior year 
31. Subsequent year, to be related back to 
current year (IRC section 855(a)) 
32. January of subsequent year, to be related back to 
current year (IRC section 852(b)(7)) for calendar 
year funds only 
33. Net short-term gains included in ordinary income 
34. Total 
35. Remainder of taxable gains 
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Appendix D 
Worksheet for Diversified Management 
Investment Companies (As Defined in Section 
5(b)(1) of the Investment Company Act) 
A. Definitions and requirements (references are to the 1940 Act and 
rules thereunder): 
1. Diversified company—A management investment company is 
diversified if at least 75 percent of the value of the company's 
total assets is represented by all of the following: 
(a) Cash and cash items (including receivables) 
(b) U.S. government securities 
(c) Securities of other investment companies 
(d) Other securities limited for any one issuer to not more than 
5 percent of the value of the company's total assets and to 
not more than 10 percent of the outstanding voting secu-
rities of such issuer (section 5(b)).244 (Exclude the entire 
amounts of investments that exceed either limitation.) 
A company does not lose its classification as diversified if 
the percentage requirements are not met solely because of 
post-acquisition changes in security prices (section 5(c)). 
The portfolio requirements apply only to 75 percent of the 
value of the company's total assets. The remaining 25 
percent need not be diversified and may be invested in the 
securities of a single issuer. 
2. Value, as used in section 5— 
(a) With respect to securities owned at the end of the preced-
ing fiscal quarter, is the market value at the end of such 
quarter. 
(b) With respect to securities and other assets acquired after 
the end of the preceding fiscal quarter, is the cost thereof 
(section 2(a)(41)). 
3. Total assets as used in section 5 shall mean the gross assets of 
the company with respect to which the computation is made, 
taken as of the end of the company's fiscal quarter preceding the 
date of computation (rule 5b-1). 
B. Determine those portfolio securities that exceed 5 percent of the 
value of total assets at the end of each fiscal quarter. 
244 Special consideration should be given to the designation of the issues for investments in 
options, futures, and securities guaranteed by parties other than the named issuer or backed by 
letters of credit. 
Note: For Internal Revenue Code purposes, the diversification worksheet is contained in appendix 
C. 
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1. 
2. 
3. 
C. If any of the securities named in line 3 above were purchased 
during the quarter under review, it must be determined if that 
acquisition caused an investment of more than 5 percent of the 
company's total assets as follows: 
Determination of total assets at acquisition date: 
1. Total assets at quarter-end prior to acquisition date. 
Determination of value and percent of total assets of security 
acquired: 
2. Value of security at prior quarter-end. 
3. Add—Purchases of security at cost including latest acqui-
sition. 
4. Deduct—Sales of security at prior quarter-end value. 
5. Value of security acquired (line 2 plus line 3 less line 4). 
6. Percent of value of security acquired to total assets (line 5 
divided by line 1). 
D. Determination of issuers in which more than 10 percent of 
outstanding voting securities is owned: 
1. Determine if the company owns more than 10 percent of 
any issuer's outstanding voting securities by referencing 
to current published material or other sources; include 
conversion of securities convertible into voting securities. 
2. Determine the percentage of value of company total assets 
invested in such issuers at each quarter-end. 
E. Total the percentages for each security acquired that exceeds 5 
percent as computed in line 6 or for each security in which the 
company's investment constitutes more than 10 percent of the 
issuer's outstanding voting securities as computed in D-2 above. 
Total the percentages. If the sum is 25 percent or less, the com-
Note: Because of requirements of some state Blue Sky laws, many diversified investment 
companies are subject to investment restrictions, as stated in their 1940 Act and 1933 Act registra-
tion statement, which are more confining than the restrictions stated in section 5(b)(1) of the 1940 Act 
and applied in the above worksheet. In many of those cases, not more than 5 percent of the 
companies' assets, at the time of each purchase, may be invested in the securities of any one issuer 
other than the U.S. government. In testing compliance with those investment restrictions, all 
valuations are determined as of the time of each proposed transaction to which section 2(aX41) and 
rule 5b-1 of the 1940 Act, described in items A-2 and A-3 above, are not applicable. In determining the 
value of the total assets at the time, it is sufficient to use the computation as of the close of the 
previous day, with some allowance for large market price changes during the current trading day. 
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Quarter 
1st 2d 3d 4th 
Total assets $ $ $ $ 
5 percent of total assets $ $ $ $ 
Portfolio securities at value in excess of line 2 above: 
Quarter-End Value 
1st 2d 3d 4th 
Security name $ $ $ $ 
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pany meets the requirements of a diversified company under 
section 5(b) of the 1940 Act. If the total is more than 25 percent 
at any time, no further investments may be made in the securi-
ties constituting the 25 percent, nor in other issues if that 
investment would amount to more than 5 percent of the value of 
the total assets or more than 10 percent of the outstanding voting 
securities of the issuer. 
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Appendix E 
Illustrative Financial Statement 
Presentation for Tax-free Business 
Combinations of Investment Companies 
The following financial statements and disclosures illustrate a tax-free busi-
ness combination of an investment company (discussed in chapter 8). The 
illustrative footnotes are unique to a business combination. The exhibits 
assume that Fund B merges into Fund A as of the close of business on December 
31, 19X4. Exhibit 1 presents the financial position, results of operations, and 
changes in net assets of each fund immediately before the acquisition. Exhibits 
2 and 3 present the financial statements and appropriate notes of the combined 
entity immediately after the acquisition, joining net assets and historical costs 
of investments in securities. The individual components of net assets (capital 
paid in, undistributed income and capital gains, and unrealized appreciation 
and depreciation) are similarly combined. The results of operations, changes in 
net assets, and the schedule of selected per share data and ratios (not illus-
trated) are not restated. 
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Exhibit 1 
Financial Position, Results of Operations, and Changes in Net Assets 
of Each Fund Immediately Before Acquisition 
Statement of Net Assets 
December 31, 19X4 
Fund A Fund B 
Investments in securities, at value 
(Cost: Fund A — $18,000,000 
Fund B — $9,000,000) $20,000,000 $10,000,000 
Other assets 1,000,000 500,000 
21,000,000 10,500,000 
Liabilities 1,000,000 500,000 
Net assets $20,000,000 $10,000,000 
Shares outstanding 2,000,000 1,000,000 
Net asset value per share $ 10.00 $ 10.00 
Statement of Operations— 
Year Ended December 31, 19X4 
Dividend and interest income $3,200,000 $1,600,000 
Management fee 100,000 50,000 
Transfer agent's fee 50,000 25,000 
Other expenses 50,000 25,000 
200,000 100,000 
Investment income — net 3,000,000 1,500,000 
Realized and unrealized gain on investments 
Net realized gain from investments 1,000,000 500,000 
Change in unrealized appreciation for the 
year 1,000,000 500,000 
Net gain on investments 2,000,000 1,000,000 
Net increase in net assets resulting from 
operations $5,000,000 $2,500,000 
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Statement of Changes in Net Assets— 
Year Ended December 31, 19X4 
Fund A Fund B 
Increase (decrease) in net assets 
Operations 
Investment income — net $ 3,000,000 $ 1,500,000 
Net realized gain from investments 1,000,000 500,000 
Change in unrealized appreciation 1,000,000 500,000 
5,000,000 2,500,000 
Dividends to shareholders from — 
Investment income—net (3,000,000) (1,500,000) 
Net realized gain from investments (1,000,000) (500,000) 
Capital shares transactions 2,000,000 250,000 
Total increase 3,000,000 750,000 
Net assets 
Beginning of year 17,000,000 9,250,000 
End of year $20,000,000 $10,000,000 
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Exhibit 2 
Financial Statements of the Combined Entity 
Immediately After Acquisition 
Statement of Net Assets 
December 31, 19X4 
Investments in securities, at value 
Identified cost — $27,000,000 $30,000,000 
Other assets 1,500,000 
31,500,000 
Liabilities 1,500,000 
Net assets $30,000,000 
Shares outstanding 3,000,000 
Net asset value per share $ 10.00 
Statement of Operations— 
Year Ended December 31, 19X4 
Dividend and interest income $3,200,000 
Management fee $ 100,000 
Transfer agent's fee 50,000 
Other expenses 50,000 
200,000 
Investment income — net 3,000,000 
Realized and unrealized gain on investments 
Net realized gain from investments 1,000,000 
Change in unrealized appreciation for the 
year 1,000,000 
Net gain on investments 2,000,000 
Net increase in net assets resulting from 
operations $5,000,000 
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Statements of Changes in Net Assets— 
Years Ended December 31, 19X4 and 19X3 
19X4 19X3 
Increase (decrease) in net assets — 
Operations 
Investment income — net $ 3,000,000 $ 2,400,000 
Net realized gain from investment 1,000,000 700,000 
Change in unrealized appreciation 1,000,000 300,000 
5,000,000 3,400,000 
Dividends to shareholders from — 
Investment income—net (3,000,000) (2,400,000) 
Net realized gain from investments (1,000,000) (700,000) 
Capital share transactions (Notes 6 and 
7) 
Total increase 
12,000,000 1,100,000 
13,000,000 1,400,000 
Net assets 
Beginning of year 17,000,000 15,600,000 
End of year $30,000,000 $17,000,000 
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Exhibit 3 
Notes to Financial Statements of the Combined 
Entity Immediately After Acquisition 
Note 6—Acquisition of Fund B 
On December 31, 19X4, Fund A acquired all the net assets of Fund B pursuant 
to a plan of reorganization approved by Fund B shareholders on December 26, 
19X4. The acquisition was accomplished by a tax-free exchange of 1,000,000 
shares of Fund A (valued at $10 million) for the 1,000,000 shares of Fund B 
outstanding on December 31, 19X4. Fund B's net assets at that data ($10 
million), including $1 million of unrealized appreciation,* were combined with 
those of Fund A. The aggregate net assets of Funds A and B immediately before 
the acquisition were $20,000,000 and $10,000,000, respectively.† 
Note 7—Capital Share Transactions 
As of December 31, 19X4, there were 100 million shares of $1 par value capital 
stock authorized. Transactions in capital stock were as follows: 
Shares Amount 
19X4 19X3 19X4 19X3 
Shares sold 500,000 300,000 $ 4,800,000 $3,000,000 
Shares issued in 
connection with 
acquisition of 
Fund B 1,000,000 10,000,000 
Shares issued in 
reinvestment of 
dividends 300,000 250,000 3,000,000 2,400,000 
1,800,000 550,000 17,800,000 5,400,000 
Shares redeemed 600,000 450,000 5,800,000 4,300,000 
Net increase 1,200,000 100,000 $12,000,000 $1,100,000 
*If appropriate, significant amounts of undistributed income and undistributed realized net 
gains or losses from investment transactions should be similarly disclosed. 
†If the acquisition is completed at other than the fiscal-year end, disclosure of the combined net 
assets immediately after the acquisition is appropriate. 
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Appendix F 
Illustrative Representation Letter—XYZ 
Management Investment Company 
January 21, 19X5 
Gentlemen: 
In connection with your audit of the statement of assets and liabilities, includ-
ing the statement of investments [or statement of net assets] of XYZ Manage-
ment Investment Company as of December 31, 19X4, and the related 
statements of operations for the year then ended, changes in net assets for the 
two years then ended, and the selected per share data and ratios for the five 
years then ended for the purpose of expressing an opinion as to whether the 
financial statements and selected per share data and ratios present fairly the 
financial position, results of operations, and changes in net assets in conformity 
with generally accepted accounting principles, we confirm, to the best of our 
knowledge and belief, the following representations made to you during your 
audit. 
1. We are responsible for the fair presentation, in the financial state-
ments, of financial position, results of operations, changes in net 
assets, and selected per share data and ratios in conformity with 
generally accepted accounting principles. 
2. We have made available to you— 
a. All financial records and related data. 
b. All minutes of the meetings of stockholders, directors, and com-
mittees of directors, or summaries or actions of recent meetings 
for which minutes have not yet been prepared. 
3. There have been no— 
a. Irregularities involving management or employees who have 
significant roles in the internal control structure or that could 
have a material effect on the financial statements. 
b. Communications from regulatory agencies, such as the SEC and 
the Internal Revenue Service, concerning noncompliance with 
or deficiencies in financial reporting practices, law, or regula-
tion. 
4. The following have been properly recorded or disclosed in the finan-
cial statements: 
a. Related party transactions and other transactions with affili-
ates, including fees, commissions, purchases, and sales 
b. Arrangements with financial institutions involving compensat-
ing balances, or other arrangements involving restrictions on 
cash balances and line of credit or similar arrangements 
c. Capital stock repurchase options or agreements, or capital stock 
reserved for options, warrants, or other requirements (possibly 
applicable to closed-end companies) 
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5. There are no— 
a. Violations or possible violations of laws or regulations whose 
effects should be considered for disclosure in the financial state-
ments or as a basis for recording a loss contingency. 
b. Other material liabilities or gain or loss contingencies that are 
required to be accrued or disclosed by Statement of Financial 
Accounting Standards No. 5. 
c. Material transactions that have not been properly recorded in 
the accounting records underlying the financial statements. 
6. We also advise you that to the best of our knowledge and belief— 
a. Portfolio securities are stated at value as determined in accord-
ance with the valuation method set forth in the current prospec-
tus. All Company investments during the period were made in 
accordance with the investment policies stated in the current 
prospectus. 
b. The Company has satisfactory title to all owned assets, and there 
are no liens or encumbrances on such assets, nor has any asset 
been pledged except as disclosed in the financial statements. 
c. The Company complied with the provisions of the Investment 
Company Act of 1940 and the rules and regulations thereunder, 
complied with the provisions of its prospectus and the require-
ments of the various Blue Sky laws under which the Company 
operates, and qualified as a regulated investment company 
pursuant to subchapter M of the Internal Revenue Code. The 
daily net asset value has been properly computed throughout the 
year in accordance with rule 2a-4 of the Investment Company 
Act of 1940, and was correctly applied in the computation of daily 
capital stock sales and redemption transactions. 
d. The Company did not make any commitments during the year 
as underwriter, nor did it engage in any transactions made on 
margin, in joint trading, or selling short. 
e. The Company intends to continue its qualification as a regulated 
investment company. 
f. The Company, except to the extent indicated in its financial 
statements, does not own any securities of persons who are 
directly affiliated as defined in section 2(a)(3) of the Investment 
Company Act of 1940. 
g. There were no investments in issuers 5 percent or more of whose 
securities were owned by officers and directors of the Fund. 
h. There are no unasserted claims or assessments that our lawyer 
has advised us are probable of assertion and must be disclosed 
in accordance with the provisions of Statement of Financial 
Accounting Standards No. 5. 
i. We have complied with all aspects of contractual agreements 
that would have a material effect on the financial statements in 
the event of noncompliance. 
Further, we advise you that, to the best of our knowledge and belief, the 
Company has not entered into any agreements not in the ordinary course of 
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business, nor have events occurred subsequent to December 31, 19X4, that 
would require adjustment to, or disclosure in, the financial statements. 
Very truly yours, 
XYZ Management Investment Company 
Chief Executive Officer 
Chief Financial Officer 
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Appendix G 
Statement of 89-2 
Position 
Reports on 
Audited Financial Statements 
of Investment Companies 
January 1989 
Amendment to 
AICPA Audit and Accounting Guide 
Audits of Investment Companies 
Prepared by the Investment Companies Committee 
American Institute of 
Certified Public Accountants 
[The text of this Statement of Position has been deleted from this 
appendix and incorporated into chapter 9 of this Guide.] 
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Appendix H 
Statement of 89-7 
Position 
Report on 
the Internal Control 
Structure in Audits 
of Investment Companies 
December 29, 1989 
Amendment to 
AICPA Audit and Accounting Guide 
Audits of Investment Companies 
Prepared by the Investment Companies Committee 
American Institute of 
Certified Public Accountants 
[The text of this Statement of Position has been deleted from this 
appendix and incorporated into chapter 9 of this Guide.] 
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Appendix I 
Statement of 93-1 
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and Reporting for 
High-Yield Debt Securities 
by Investment Companies 
January 28, 1993 
Amendment to 
AICPA Audit and Accounting Guide 
Audits of Investment Companies 
Prepared by the Investment Companies Committee 
American Institute of 
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NOTICE TO READERS 
Statements of Position of the Accounting Standards Division pre-
sent the conclusions of at least two-thirds of the Accounting Stand-
ards Executive Committee, which is the senior technical body of the 
Institute authorized to speak for the Institute in the areas of financial 
accounting and reporting. Statement on Auditing Standards No. 69, 
The Meaning of Present Fairly in Conformity With Generally Ac-
cepted Accounting Principles in the Independent Auditor's Report, 
identifies AICPA Statements of Position as sources of established 
accounting principles that an AICPA member should consider if the 
accounting treatment of a transaction or event is not specified by a 
pronouncement covered by Rule 203 of the AICPA Code of Profes-
sional Conduct. In such circumstances, the accounting treatment 
specified by this Statement of Position should be used, or the member 
should be prepared to justify a conclusion that another treatment 
better presents the substance of the transaction in the circumstances. 
AAG-INV APP I 
Statement of Position 93-1 1 8 1 
TABLE OF CONTENTS 
Paragraph 
Summary 
Introduction 1-11 
Market Risk 7 - 8 
Liquidity Risk 9 
Credit Risk 10-11 
Current Literature 12 
Scope 13 -14 
Accounting for Income on Step-Interest and PIK Debt Securities 15 -37 
Discussion 1 5 - 1 7 
PIK Bonds 16 
Step Bonds 17 
Current Practices: Income Recognition 18 -29 
PIK Bonds 19-26 
Step Bonds 2 7 - 2 9 
Views on the Issues 3 0 - 3 3 
PIK Bonds 30 -31 
Step Bonds 3 2 - 3 3 
Conclusions 3 4 - 3 7 
PIK Bonds 3 4 
Step Bonds 3 5 
Securities and Exchange Commission (SEC) Yield 
Calculations 3 6 - 3 7 
Accounting for Accrued Income and Purchased Interest in Connection 
W i t h Defaulted Debt Securities 3 8 - 4 3 
Discussion 3 8 - 3 9 
Current Practices 4 0 
Views on the Issues 41 
Conclusion 4 2 - 4 3 
Accounting for Expenditures in Support of Defaulted Debt Securities . . . . 4 4 - 5 1 
Discussion 4 4 - 4 5 
Current Practices 4 6 
Views on the Issues 4 7 - 4 9 
Capital Infusions 4 8 
Workout Expenditures 4 9 
Conclusion 50 -51 
Audit Procedures to Be Considered in Evaluating Valuations of High-
Yield Debt Securities 52-61 
Discussion 5 2 
Current Practices 5 3 - 5 4 
AAG-INV APP I 
182 Investment Companies 
Paragraph 
Audit Procedures to Be Considered in Evaluating Valuations of High-
Yield Debt Securities—continued 
Views on the Issues 5 5 - 5 6 
Conclusion 57 -61 
Effective Date and Transition 6 2 
AAG-INV APP I 
Statement of Position 93-1 1 8 3 
SUMMARY 
This statement of position (SOP) provides guidance on financial reporting by 
investment companies for high-yield debt securities held as investments. 
Although the focus of this SOP is on high-yield debt securities, certain guidance 
is also applicable to other debt securities held as investments by investment 
companies. 
It recommends— 
• Using the effective-interest method to report interest income on pay-
ment-in-kind (PIK) bonds and step bonds. 
• Writing off interest receivable on defaulted high-yield debt securities 
in accordance with Financial Accounting Standards Board Statement 
of Financial Accounting Standards No. 5, Accounting for Contingen-
cies, and allocating the writeoff between income for the portion that 
was recognized as income and the cost of the related investment for 
the portion purchased. 
• Reporting capital infusions in support of high-yield debt securities as 
additions to cost and reporting workout expenditures as realized losses 
only to the extent that they are incurred as part of negotiations of the 
terms and requirements of capital infusions or are expected to result 
in a plan of reorganization. Ongoing expenditures to protect or en-
hance an investment or expenditures incurred to pursue other claims 
or legal actions should be treated as operating expenses. 
• Procedures to be considered by auditors for reviewing valuations of 
high-yield debt securities to be reported in financial statements. 
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Financial Accounting and Reporting 
for High-Yield Debt Securities by 
Investment Companies 
Introduction 
1. High-yield debt securities consist of high-yielding corporate and mu-
nicipal debt obligations. These securities are frequently referred to as junk 
bonds. The issuance of high-yield debt securities has increased significantly 
over the past decade. They have supplied significant capital for business 
expansion and corporate restructuring. These securities are inherently differ-
ent from investment-grade issues. They present additional credit, liquidity, 
and market risks for all participants in this marketplace: holders, issuers, 
underwriters, and broker-dealers. 
2. Recent estimates place the U.S. high-yield debt securities market at 
between $180 and $250 billion, with over 3300 individual security issues 
outstanding. Mutual funds and insurance companies each hold approximately 
30 percent of such securities, and pension funds hold about 15 percent. 
3. High-yield debt securities are corporate and municipal debt securities 
having a lower-than-investment-grade credit rating (BB+ or lower by Standard 
& Poor's, or Ba or lower by Moody's). Because high-yield debt securities 
typically are used when lower-cost capital is not available, they have interest 
rates several percentage points higher than investment-grade debt and often 
have shorter maturities. 
4. High-yield debt securities typically are unsecured and subordinate to 
other debt outstanding. Many issuers of high-yield debt securities are highly 
leveraged, with limited equity capital. That, plus a market for such securities 
that may not always be liquid, may increase the market risk, liquidity risk, and 
credit risk of those securities. 
5. High-yield debt securities may be issued or traded at significant dis-
counts from their face amounts (principal). 
6. Interest for some high-yield debt securities is not paid currently. 
Instead, interest may be deferred and paid at maturity (zero-coupon bonds) or 
in periodic interest payments that do not commence until a specific date in the 
securities' life cycle (step bonds), or interest may be paid in the form of 
additional debt securities of the issuer bearing similar terms (payment-in-kind 
bonds, or PIKs). 
Market Risk 
7. In contract to investment-grade bonds (the market prices of which 
change primarily as a reaction to changes in interest rates), the market prices 
of high-yield bonds (which are also affected by changes in interest rates) are 
influenced much more by credit factors and financial results of the issuer and 
by general economic factors that influence the financial markets as a whole. 
8. Such factors often make it difficult to substantiate the market valu-
ation of high-yield bonds. 
Liquidity Risk 
9. The market risk is often heightened by the absence of centralized 
high-yield bond exchanges and relatively thin trading markets, which make it 
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more difficult to liquidate holdings quickly and increase the volatility of the 
market price. There is generally no centralized or regulated procedure for 
pricing high-yield debt issues. 
Credit Risk 
10. Issues of high-yield debt securities are more likely to default on 
interest or principal than are issues of investment-grade securities. Most 
high-yield debt securities currently outstanding have been issued since 1985. 
Accordingly, there is little long-term record on how they perform over all parts 
of the business cycle. 
11. Adverse economic developments in 1990 and 1991 contributed to 
defaults on principal and interest payments by many issuers of high-yield debt 
securities. Those developments emphasized the need for taking great care in 
valuation, income recognition, and financial statement disclosure by holders of 
these securities. 
Current Literature 
12. Although none of the current financial reporting or auditing literature 
specifically addresses the issues discussed in this statement of position (SOP), 
various sources in that literature provide indirect guidance, including the 
following: 
• Financial Accounting Standards Board (FASB) Statement of Finan-
cial Accounting Standards No. 5, Accounting for Contingencies 
• FASB Statement No. 95, Statement of Cash Flows 
• FASB Statement No. 91, Accounting for Nonrefundable Fees and Costs 
Associated with Originating or Acquiring Loans and Initial Direct 
Costs of Leases 
• Accounting Principles Board (APB) Opinion No. 22, Disclosure of 
Accounting Policies 
• APB Opinion No. 29, Accounting for Nonmonetary Transactions 
• FASB Emerging Issues Task Force (EITF) Issue No. 86-15, Interest-
Rate Debt 
• EITF Issue No. 89-4, Accounting for a Purchased Investment in a 
Collateralized Mortgage Obligation Instrument or in a Mortgage-
Backed Interest-Only Certificate 
• AICPA Statement on Auditing Standards (SAS) No. 73, Using the 
Work of a Specialist 
• AICPA Audit and Accounting Guide Audits of Investment Companies 
Scope 
13. This SOP amends the Audit and Accounting Guide Audits of Invest-
ment Companies and is applicable to entities to which that guide applies. 
14. This SOP addresses the following reporting and accounting issues 
encountered by investment companies holding high-yield debt securities in 
their portfolios. Securities that have no credit rating should be classified as 
high-yield debt securities if they otherwise have the characteristics of such 
securities. 
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a. How should interest income from step bonds and payment-in-kind 
bonds be measured and reported in investment company financial 
statements? 
b. How should previously recorded income and purchased interest be 
treated when recoverability becomes doubtful in connection with 
defaults or potential defaults by issuers? 
c. How should additional expenditures made by investment companies 
in support of high-yield debt securities be accounted for? 
d. What audit procedures to determine the reasonableness of valu-
ations of high-yield debt securities should be considered? 
Accounting for Income on Step-Interest and PIK 
Debt Securities 
Discussion 
15. High-yield debt securities (junk bonds) take various forms. The most 
common forms may include zero-coupon bonds, PIK bonds, and deep-discount 
step bonds. 
PIK Bonds 
16. Issuers of PIK bonds typically have the option at each interest pay-
ment date of making interest payments in cash or in additional debt securities. 
Those additional debt securities are referred to as baby or bunny bonds. Baby 
bonds generally have the same terms, including maturity dates and interest 
rates, as the original bonds (parent PIK bonds). Interest on baby bonds may 
also be paid in cash or in additional like-kind debt securities at the option of 
the issuer. 
Step Bonds 
17. Step bonds generally are characterized by a combination of deferred-
interest payment dates and increasing interest payment amounts over the 
bond lives. Thus, they bear some similarity to zero-coupon bonds and to 
traditional debentures. 
Current Practices: Income Recognition 
18. Present income-recognition practices for high-yield debt securities 
vary. 
PIK Bonds 
19. The most common methods currently used for revenue recognition on 
PIK bonds are the effective-interest method and the market-value method. 
20. Effective-interest method. Under the effective-interest method, also 
referred to in accounting literature as the interest method. PIK bonds and the 
additional debt securities issued in connection with interest payments on them 
are treated as a combined instrument, based on the assumption that all 
principal amounts will be paid at maturity. Interest income is recorded by the 
effective interest method, so that at final maturity the bonds' carrying amount 
will be equal to the aggregate principal amount of the original bonds and all 
baby bonds received. The realizable value of the bonds' interest previously 
accrued and recorded is evaluated periodically. Any adjustments are recorded 
as charges to interest income and reserves against interest receivable. 
21. Market-value method. Under the market-value method, interest in-
come is accrued daily on the basis of the face value and the stated interest rate 
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of the PIK bond. Each day, the related interest receivable is marked to market, 
thereby reflecting the current economic value of interest income recognized. 
The market price of the parent PIK bond generally includes accrued interest. 
To the extent that any accrued interest is determined to have been included in 
the quoted market price of the parent PIK bond, it is eliminated each day to 
avoid double counting of interest income. 
22. Further, the interest ex-date represents the first date that a PIK 
bond's market value does not include an interest component and interest 
income is fully accrued. From that date through the payment date, generally a 
period of one to two weeks, the bond theoretically trades without interest. (This 
is similar in concept to the ex-date for traditional equity securities paying 
periodic dividends.) Accordingly, from the interest ex-date through the interest 
payment date, no adjustment is necessary to reduce the bond market value for 
interest. 
23. At the payment date, the basis of the baby bonds actually received is 
compared with the amount accrued at the interest ex-date based on the current 
market value of the parent bond. Because interest receivable is being marked 
to market daily, no further adjustment to interest receivable generally is 
necessary. However, if the basis (that is, the current market value) of the baby 
bonds received and the accrued interest on the parent bond are different, the 
resulting adjustment is charged or credited to interest income. 
24. Should the reporting entity sell a PIK bond between interest payment 
dates, the proceeds received are allocated to interest accrued and bond basis in 
a manner that is consistent with the market valuation as of the trade date. The 
same is true for any purchases made between interest payment dates. 
25. One variation of the market-value method is to adjust the amount of 
interest income accrued by the interest method to the value of the bonds at the 
interest ex-date. 
26. A second variation is to accrue interest income daily on the basis of 
the coupon rate and adjust the interest income for the market value of the 
bonds received at the payment date only. 
Step Bonds 
27. Currently, two methods are most commonly followed for revenue 
recognition on step bonds. 
28. Effective-interest method. Under the effective-interest method, also 
referred to in accounting literature as the interest method, total expected 
interest—the combination of the aggregate coupon-interest payments and the 
original issue discount—to be earned over the life of the bond is determined 
and the effective-interest rate is applied to recognize interest income daily for 
the bond. This method ignores any adjustment of interest rates and treats the 
bond as a zero-coupon instrument. 
29. Bifurcation method. The bifurcation method assumes that the bond 
is a discount bond only for the portion of its life during which payment of 
interest is deferred. During that period, an effective-interest rate is used. For 
the remainder of the bond's life for which a stated coupon rate exists, the stated 
interest rate is used to record interest income. 
Views on the Issues 
PIK Bonds 
30. Some believe that accounting for PIK bonds should follow the guidance 
for monetary assets that do not pay interest periodically, such as zero-coupon 
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bonds, and that their interest should be accounted for by accretion by the 
effective-interest method. That is generally considered to be the method to use 
in recognizing income for tax purposes. It would allow consistency between tax 
and financial reporting treatments. 
31. Others contend that, because of the significant uncertainties concern-
ing the realizability of income from PIK bonds, income should reflect the 
current values of the underlying investments regardless of stated coupon rates. 
They believe that the use of current value presents a more accurate picture of 
the current value of income received from PIK bonds. 
Step Bonds 
32. Some believe that because there are differing interest payments 
throughout the lives of step bonds, including periods of no interest payments, 
step bonds have the same characteristics as zero-coupon bonds. They would 
therefore account for interest income by the effective-interest method. 
33. Others believe that the contractual nature of the interest payment 
schedules connected with these bonds should govern the accounting treatment. 
Thus, for periods of no interest payments, the effective-interest method should 
be used; when interest payments are being made, they should be used to 
account for income. 
Conclusions 
PIK Bonds 
34. Because PIK bonds generally possess many of the characteristics of 
zero-coupon bonds and because the effective-interest method provides the most 
analogous accounting treatment, it should be used to determine interest in-
come. PIK bonds typically trade flat (that is, interest receivable is included in 
the market value quote obtained each day). Accordingly, that portion of the 
quote representing interest income needs to be identified. The sum of the 
acquisition amount of the bond and the discount to be amortized should not 
exceed the undiscounted future cash collections that are both reasonably 
estimable and probable. To the extent that interest income to be received in the 
form of baby bonds is not expected to be realized, a reserve against income 
should be established (that is, it should be determined periodically that the 
total amount of interest income recorded as receivable, plus the initial cost of 
the underlying PIK bond, does not exceed the current market value of those 
assets). 
Step Bonds 
35. Income on step bonds should be recognized using the effective-interest 
method, which is a systematic and rational method for accruing income 
throughout a bond's life and is not affected by the timing of cash payments. 
Additionally, to the extent that interest income is not expected to be realized, 
a reserve against income should be established. The sum of the acquisition 
amount of the bond and the discount to be amortized should not exceed the 
undiscounted future cash collections that are both reasonably estimable and 
probable. 
Securities and Exchange Commission (SEC) Yield Calculations 
36. SEC yield-formula calculations are required to be made using the 
specific guidelines presented in SEC Release No. 33-6753. Yields calculated 
that way may not be the same as the effective interest reported in the financial 
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statements. The ultimate realizable value and the potential for early retire-
ment of securities should be considered when computing SEC yields. Manage-
ment's best estimates of ultimate realizable value must be reasonable. Because 
current values of many high-yield debt securities have declined significantly, 
computed yields for many of them may be higher than rates expected to be 
ultimately realized. To avoid unsound yield information, consideration should 
be given to capping yields of individual securities at some reasonable level and 
examining the underlying economic viability of the issuers. 
37. An investment company's portfolio should indicate all high-yield and 
restricted debt securities whose values have been estimated by its directors. 
Accounting for Accrued Income and Purchased Interest 
in Connection With Defaulted Debt Securities 
Discussion 
38. Interest receivable from debt securities generally comprises two dis-
tinct components: interest purchased from the previous bondholder and inter-
est accrued by the investment company during the holding period. If market 
prices fluctuate significantly or issues of debt securities have defaulted, a 
judgment to write off interest receivable may be required. Both components of 
interest receivable must be evaluated. 
39. Writeoffs of interest receivable differ from traditional writeoffs of 
trade accounts receivable. They can significantly affect an investment com-
pany's statement of operations, the performance measurement ratios of ex-
penses to average net assets, and net investment income to average net assets. 
Current Practices 
40. Current practice for the writeoff of interest receivable is diverse. Most 
investment companies record the writeoff of accrued interest as a reduction of 
interest income. Many investment companies record the writeoff of purchased 
interest as an increase to the cost basis of securities, whereas others record 
such writeoffs as a reduction of interest income. 
Views on the Issues 
41. Many believe that, to the extent that a writeoff is related to interest 
recognized by the investment company, it should be treated as a reduction of 
interest income. They further believe that treatment of interest writeoffs as 
expenses would present misleading expense ratios to users of financial state-
ments of investment companies and cause difficulties in comparisons of per-
formance information from different investment companies. They also believe 
that a writeoff of purchased interest is better presented as an adjustment to 
the cost basis of the security, because it was incurred simultaneously and 
integrally with the original purchase of the investment. Additionally, because 
purchased interest is not recorded as income, they believe it should not be 
treated as an offset to revenue. 
Conclusion 
42. The portion of interest receivable on defaulted debt securities written 
off that was recognized as interest income should be treated as a reduction of 
interest income. Writeoffs of purchased interest should be reported as in-
creases to the cost basis of the security and treated as unrealized losses until 
the security is sold. 
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43. Those reserves should be recorded when they become probable and 
estimable in accordance with the guidance provided by FASB Statement No. 5, 
Accounting for Contingencies. 
Accounting for Expenditures in Support of Defaulted 
Debt Securities 
Discussion 
44. The market for many high-yield debt securities is relatively thin. 
When issuers of such securities default, the bondholders often become active 
in any negotiations and in the workout process. This process often results in 
new terms that restructure the high-yield obligations to allow the issuer to 
continue to meet its ongoing interest obligations and maintain some, if not all, 
of the principal value to the holders of the obligations. 
45. Adverse economic developments often lead to increases in the default 
rates of high-yield debt securities. In addition to occasional capital infusions, 
professional fees to legally restructure the investments are frequently incurred 
by the bondholders. 
Current Practices 
46. Current accounting and disclosure practices concerning additional 
capital infusions to specific projects underlying a bond issue and professional 
fees incurred in connection with the restructuring of debt securities held as 
investments are diverse. Some record expenditures for both capital infusions 
and professional fees as additions to the original investment cost basis; others 
record expenditures for professional fees as operating expenses. 
Views on the Issues 
47. Some believe that expenditures incurred to support the operations of 
a project or operator underlying a bond issue, either in the form of capital 
infusions or professional fees, should be charged to operations because such 
expenditures have no certain future economic benefit and do not increase the 
bond issuer's obligation payable to the bondholder. Others believe that such 
expenditures should be recorded as additions to the cost basis of the invest-
ment because they are made solely to enhance or protect the realizable value 
of the high-yield security. 
Capital Infusions 
48. Capital infusions are expenditures made directly to the issuer to 
ensure that operations are completed, thereby allowing the issuer to generate 
cash flows to service the debt. Such expenditures are generally nonrecurring. 
In certain cases, bondholders may receive additional promissory notes, or the 
original bond instrument may be amended to provide for repayment of the 
capital infusions. However, regardless of whether or not additional promissory 
notes are received, some believe capital infusions generate a future economic 
benefit. They believe that such capital infusions should in all cases be consid-
ered additions to the cost of the investment. Further, they note that, because 
investment companies report their investment portfolios at market values, 
those additional capital infusions, if treated as additions to the cost of the 
investment and if unaccompanied by a corresponding increase in market value, 
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will be reflected in net assets through an increase in unrealized losses. Thus, 
the issue is a matter of classification between gain or loss and net investment 
income in the statement of operations, and such expenditures generally are 
viewed as a part of the cost of the investment rather than as a cost of 
operations. 
Workout Expenditures 
49. Workout expenditures under this SOP consist of professional fees 
(legal, accounting, appraisal) paid to entities unaffiliated with the investment 
company's advisor or sponsor, which generally are incurred in connection with 
(a) capital infusions, (6) restructurings or plans of reorganization, (c) ongoing 
efforts to protect or enhance an investment, or (d) the pursuit of other claims 
or legal actions. Some believe that such expenditures incurred to maintain an 
investment company's position in high-yield debt securities among other bond-
holders or with the issuer should be reported as operating expenses by the 
investment company. Others believe that such costs are also incurred princi-
pally to maintain or prevent substantial diminution in future realizable value 
and therefore should be reported as additions to the cost basis. 
Conclusion 
50. All capital infusions, as defined in paragraph 48, should be recorded 
as additions to the cost bases of related securities because the nature of capital 
infusions is to enhance or prevent substantial diminution in the value of the 
investment. 
51. Workout expenditures that are incurred as part of negotiations of the 
terms and requirements of capital infusions, or that are expected to result in 
the restructuring of or a plan of reorganization for an investment should be 
recorded as realized losses. Ongoing expenditures to protect or enhance an 
investment, or expenditures incurred to pursue other claims or legal actions, 
should be treated as operating expenses. 
Audit Procedures to Be Considered in Evaluating 
Valuations of High-Yield Debt Securities 
Discussion 
52. Market-value risk for holders of high-yield debt securities is com-
pounded by the relatively thin trading market in such securities, which in-
creases price volatility and makes it difficult to liquidate holdings efficiently at 
any specific time. Determination of market prices is difficult given the illiquid 
or sometimes nonexistent trading market. Furthermore, there are no stand-
ardized procedures or central markets for pricing most high-yield debt securi-
ties. In addition, few third-party pricing services currently exist, except for 
those used by investment companies; these could be used by auditors to obtain 
market prices of issues in support of investment companies' valuations. 
Current Practices 
53. Auditors generally corroborate market values of investment compa-
nies' high-yield debt securities with independent pricing services. Some audi-
tors use one pricing service; others obtain at least two prices for each security 
by using two or more services. Some auditors perform extensive procedures to 
determine the reasonableness of valuations obtained from pricing services; 
others rely on the expertise of the independent pricing services and perform 
only exception reviews. 
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54. Based on pricing, high-yield debt securities can be viewed as being one 
of three types: 
a. Securities for which there is an active market and for which inde-
pendent prices are readily available 
b. Securities for which the market is less active and for which limited 
price information is available 
c. Securities for which there is no market or a thin market and that are 
priced by the investment company 
Views on the Issues 
55. Some believe that the current practice of monitoring prices on an 
exception basis in connection with obtaining prices from independent pricing 
services is adequate. They believe it is common knowledge that exact measures 
of individual high-yield bond values do not exist because there is no central 
exchange. They further believe that review procedures focused on significant 
changes in prices would identify unsound price valuations and that, for securi-
ties whose values are estimated by the investment company's directors, the 
combination of reviews of an investment company's portfolio by accounting 
managers acts as an adequate check to ensure that pricing practices are 
reasonable. 
56. Others believe that more specific guidance on reviewing the reason-
ableness of prices used is required for auditors. They also believe there is 
significant diversity in the extent and frequency of reviews of the methods 
applied by pricing services. 
Conclusion 
57. Given the complexities of pricing high-yield debt securities, as well as 
the potentially volatile market conditions surrounding those securities, certain 
additional pricing valuation audit procedures should be considered by auditors 
when reviewing the valuations of high-yield debt securities. The auditor may 
conclude that additional procedures are not warranted based on an assessment 
of control procedures applied by the investment company. 
58. Pricing services may be evaluated in accordance with SAS No. 73, 
Using the Work of a Specialist. Such procedures may include the following: 
• Review of the methods used for determining daily prices and the 
consistency of those methods from period to period 
• Consideration of the experience of the individuals involved in deter-
mining prices and of the quality control procedures in place 
• Review of recent trading volumes and comparison of prices to those 
obtained from market makers 
59. The SEC's Financial Reporting Release (FRR) 404.03(b) discusses 
directors' valuation of securities for which readily available market prices do 
not exist. FRR 404.03(c) suggests certain procedures that the auditor should 
consider when reviewing securities valued in good faith by directors. In addi-
tion to those procedures the auditor may also wish to consider the following: 
• Review of the methods used by management to determine and update 
daily prices and of the consistency of this methodology from period to 
period and across similar securities 
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• Review of recent trading transactions subsequent to the reporting date 
to determine whether significant price changes have occurred 
• Consideration of the experience of individuals involved in determining 
prices 
• Review of procedures used to assess the credit risk of issuers 
SAS No. 57, Auditing Accounting Estimates, provides guidance to auditors on 
obtaining sufficient competent evidential matter to support significant account-
ing estimates in audits of financial statements conducted in accordance with 
generally accepted auditing standards. 
60. Furthermore, good-faith security value estimates may present the 
auditor with unique reporting problems. The board of directors' fair valuation 
procedures are designed to approximate the values that would have been 
established by market forces and are therefore subject to uncertainties. 
61. The auditor should not modify the auditor's opinion if he or she 
concludes, based on an examination of the available evidence, that the process 
used to estimate value is reasonable, the documentation supportive, and the 
range of possible values not significant. The auditor may, however, choose to 
emphasize the existence of the matter by inserting an explanatory paragraph 
in the audit report. 
Effective Date and Transition 
62. This SOP is effective for financial statements and for audits of such 
financial statements for fiscal years ending after December 15, 1993, and for 
interim periods within such years. This SOP need not be applied to financial 
statements for fiscal years ending before its effective date that, for comparative 
purposes, are provided with financial statements for fiscal years ending after 
its effective date. The effect of this SOP should be disclosed in the period in 
which it is first applied. Early application of this SOP is encouraged. 
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NOTICE TO READERS 
Statements of Position of the Accounting Standards Division pre-
sent the conclusions of at least two thirds of the Accounting Stand-
ards Executive Committee, which is the senior technical body of the 
Institute authorized to speak for the Institute in the areas of financial 
accounting and reporting. Statement on Auditing Standards No. 69, 
The Meaning of Present Fairly in Conformity With Generally Ac-
cepted Accounting Principles in the Independent Auditor's Report, 
identifies AICPA Statements of Position as sources of established 
accounting principles that an AICPA member should consider if the 
accounting treatment of a transaction or event is not specified by a 
pronouncement covered by Rule 203 of the AICPA Code of Profes-
sional Conduct. In such circumstances, the accounting treatment 
specified by this Statement of Position should be used, or the member 
should be prepared to justify a conclusion that another treatment 
better presents the substance of the transaction in the circumstances. 
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SUMMARY 
This statement of position (SOP) provides guidance on financial reporting by 
investment companies for distributions to shareholders, including returns of 
capital. Although the SOP recognizes that financial statements of investment 
companies are prepared on the basis of generally accepted accounting princi-
ples (GAAP), it recommends that, to avoid shareholder confusion, the term tax 
return of capital be used to report portions of shareholders' distributions that 
are in excess of tax-basis current and accumulated earnings and profits. 
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Determination, Disclosure, and Financial 
Statement Presentation of Income, Capital 
Gain, and Return of Capital Distributions 
by Investment Companies 
Introduction 
1. Amounts distributed by an investment company as net investment 
income or capital gains often are not equal to the corresponding income or gain 
amounts shown in the company's financial statements. The principal cause is 
that fund distributions are based on income and gain amounts determined in 
accordance with federal income tax regulations, whereas the corresponding 
financial statement amounts are determined in accordance with generally 
accepted accounting principles (GAAP). The differences created can be tempo-
rary, meaning that they will reverse in the future, or they can be permanent. 
Some investment companies treat portions of those distributions as a return of 
capital for financial statement purposes. 
2. Situations often arise that create a book return of capital but not a tax 
return of capital, because distributions are determined in accordance with 
federal income tax regulations by investment companies. Accordingly, return 
of capital is frequently different for GAAP and federal income tax purposes 
because of differences between book and tax income (see illustration 1 in the 
appendix). 
Securities and Exchange Commission Guidance 
3. Distributions that result in a book return of capital are currently 
required by section 19a-1 of the Investment Company Act of 1940, as amended, 
to be disclosed to shareholders by investment companies at the time of distri-
bution. Because of the differences engendered by the current tax regulations 
between a book return of capital and a tax return of capital, reporting book 
returns of capital has become irrelevant. This statement of position (SOP) 
provides guidance on the disclosure of tax return of capital for financial 
statement purposes and should help the industry comply with the section 
19a-1 requirement. 
Scope 
4. This SOP provides guidance for financial statement presentation and 
disclosure of distributions to shareholders, including tax return of capital, for 
investment companies that are registered under the Investment Company Act 
of 1940, as amended, and that qualify as regulated investment companies 
under subchapter M of the Internal Revenue Code. It amends the AICPA's 
Audit and Accounting Guide Audits of Investment Companies. 
Present Practices 
5. Investment companies' net assets consist of four components: 
a. Undistributed net investment income 
b. Undistributed net realized gains 
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c. Unrealized appreciation 
d. Shareholder capital 
Those components must be disclosed separately on the balance sheet or in a 
note to the financial statements. For financial statement purposes, an invest-
ment company has two pools from which distributions of earnings to sharehold-
ers may be made: net investment income and net realized capital gains. They 
traditionally have been separated in a fund's statement of operations and 
statement of changes in net assets and in the balance sheet analysis of net 
assets. This distinction helps shareholders understand the contribution of each 
aspect of investment activity to the investment company's overall operations. 
Additionally, the statement of changes in net assets presents, in comparative 
form, changes in net assets resulting from operations, net equalization1 credits 
or debits, distributions to shareholders classified as distributions from net 
investment income, net realized gains from investment transactions and other 
sources, and capital share transactions.2 
6. For tax purposes, U.S. investment companies are corporations, or 
business trusts treated as corporations, subject to taxation on income and net 
capital gains unless certain requirements are met. To maintain its favorable 
status as a regulated investment company and avoid federal excise tax or a tax 
on income, a company must comply with a complex array of tax rules on 
distributions. In particular, distributions of net investment income and real-
ized capital gains by investment companies are governed principally by the 
requirements of subchapter M and the excise tax requirements of the Internal 
Revenue Code. 
7. Tax regulations that incorporate specific rules for determining the 
nature of fund income and the timing of its recognition also require designation 
of the nature and source of distributions. Excise tax requirements, enacted as 
part of the 1986 Tax Reform Act, add another element of complexity by defining 
a measurement period for investment income and net realized capital gains 
that may differ from a fund's fiscal year, as well as specific dates by which 
distributions of such income and gains must be paid to avoid an excise tax. 
Accordingly, distributions may occur in excess of GAAP-basis undistributed 
net investment income and undistributed net realized gains, resulting in a 
prepayment of future earnings that does not constitute a return of capital for 
tax purposes. 
8. Varied interpretations of the two-pool concept and different practices 
in the recognition of revenue and expense for financial statement and income-
or excise-tax purposes have led to diverse reporting and disclosure practices for 
distributions by investment companies. In particular, investment companies 
have not followed a consistent approach to the determination and disclosure of 
a book or tax return of capital. 
Views on the Issue 
9. For financial reporting purposes, strict application of the two-pool 
concept would result in a book return of capital when distributions from net 
1 Equalization, a book accounting practice unique to the investment company industry, prevents 
the continuing shareholder interest in undistributed income from being affected by changes in the 
number of shares outstanding by applying a portion of the proceeds from sales and costs of repur-
chases of capital shares to undistributed income (see Audits of Investment Companies, paragraph 
1.32) 
2 For further discussion on the statement of changes in net assets presentation, see Audits of 
Investment Companies, paragraphs 5.36 and 5.37. 
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investment income exceed the total of GAAP-basis undistributed net invest-
ment income from prior periods and the current period (including net equali-
zation debits or credits for funds that practice equalization) or when 
distributions from net realized capital gains exceed GAAP-basis undistributed 
net realized capital gains from prior periods and the current period. 
10. To avoid a book return of capital occurring when one pool is overdis-
tributed while the other is underdistributed, an alternative treatment, which 
aggregates the two pools into one pool, recognizes a book return of capital only 
if the sum of distributions exceeds the aggregate total of undistributed net 
investment income and undistributed net realized capital gains. (See illustra-
tions 2, 3A, and 3B in the appendix.) Such treatment averts the need, for 
financial statement purposes, to charge paid-in capital due to a book return of 
capital caused by book-tax temporary differences. In practice under this aggre-
gate one-pool approach, when net realized capital losses are reported for the 
year, no distribution of undistributed net investment income made to fulfill tax 
distribution requirements is considered a book return of capital. 
11. For tax purposes, a return of capital generally occurs when distribu-
tions by an investment company exceed the aggregate amount of undistributed 
net investment company taxable income and net realized capital gains calcu-
lated in accordance with tax regulations—that is, distributions exceed current 
tax earnings and profits when there is an accumulated tax deficit, or current 
and accumulated tax earnings and profits when there are accumulated tax 
earnings and profits. This characterization is of primary importance to the 
shareholders because such an event requires shareholders to adjust the tax 
basis of their shares and to exclude the return of capital from current taxable 
income. 
Conclusion 
12. Investment companies prepare their financial statements on the basis 
of GAAP. Although book returns of capital may occur, they have little relevance 
to investment company shareholders. In contrast, tax returns of capital have a 
high degree of relevance and must be separately reported to shareholders for 
income-tax purposes. To report book returns of capital when such returns have 
not occurred for tax purposes would be confusing to shareholders. 
13. Distributions made by investment companies often are different from 
the aggregate GAAP-basis financial statement total of net investment income 
(including net equalization credits or debits and undistributed net investment 
income) and accumulated net realized capital gains (total GAAP-basis net 
income and realized capital gains). The following accounting and reporting 
guidelines apply to investment company distributions. 
a. Payments to shareholders of net investment income and net realized 
capital gains should be charged to GAAP-basis undistributed net 
investment income or accumulated net realized capital gains to the 
extent thereof, with any excess over the total of such net investment 
income and realized capital gains deducted from paid-in capital, 
except as described in b, below. (See illustrations 3A and 3B in the 
appendix.) 
b. Payments in excess of total GAAP-basis net investment income and 
realized capital gains may be charged to undistributed net invest-
ment income or accumulated net realized capital gains, as appropri-
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ate, to the extent that the overdistributions are the result of specific 
book-tax temporary differences.3 Accordingly, amounts distributed 
in excess of total GAAP-basis net investment income and realized 
capital gains attributable to temporary differences should be shown 
as distributions in excess of such income or capital gain amounts, or 
both, in the statement of changes in net assets, and as accumulated 
distributions in excess of net investment income or realized capital 
gain (negative balances) in the analysis of components of net assets 
to the extent of the specific temporary differences. Payments in 
excess of total GAAP-basis net investment income and realized 
capital gains that are the result of permanent book-tax differences 
should be deducted from paid-in capital in the analysis of components 
of net assets. Also, if in a subsequent period a portion or all of a 
temporary difference becomes a permanent difference, the amount 
of the permanent difference should be reclassified to paid-in capi-
tal.4 
c. The primary reason(s) for any significant difference between total 
GAAP-basis net income and realized capital gains and actual distri-
butions should be disclosed in the notes to the financial statements. 
d. If, at a fund's fiscal year end, a distribution is a tax return of capital, 
as defined in paragraph 11 of this SOP, the amount should be 
presented separately as such in the statement of changes in net 
assets and deducted from paid-in capital in the analysis of compo-
nents of net assets. The distribution of capital should also be reflected 
in the per share table. (See illustrations 3A, 3B, and 4 in the 
appendix.) Because certain state securities regulations may govern 
changes to a fund's capital accounts, consideration should be given 
to consulting with the board of directors/trustees and legal counsel 
when adjustments to capital seem appropriate. 
e. With respect to interim financial statements prepared in accordance 
with GAAP, if management determines that for the fund's fiscal year 
a tax return of capital is likely to occur, although the exact dollar 
amount may not be estimable, that fact should be disclosed in the 
interim financial statements. 
Effective Date and Transition 
14. This SOP is effective for annual financial statements for fiscal years 
ending after December 15, 1993, and for interim statements for periods in such 
years. Restatement of comparative financial statements, including the supple-
mentary per share information, is permitted but not required. If financial 
statements are not restated upon adoption of this SOP, the appropriate com-
ponents of capital in the statement of net assets should be reclassified to 
conform with paragraph 13. Early application of this SOP is encouraged. The 
effect of changes caused by adopting this SOP should be disclosed in the period 
in which it is first applied. 
3 Among the more common items that create book-tax temporary differences are deferred 
capital losses due to wash sales; average cost versus specific identification cost; treatment of options, 
futures, and forward contracts; foreign currency gain or loss treatment (IRS Section 988); use of 
capital-loss carryforwards; straddles; tax accretion of market discount; defaulted bond income; and 
post-October 31 losses. 
4 Items considered permanent differences include equalization credits or debits and the expira-
tion of capital-loss carryforwards. 
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APPENDIX 
Illustrations 
Illustration 1 
Book Return of Capital but no Tax Return of Capital 
Year 1 Book income $10 
Tax income* 15 
Distribution to shareholder 15 
Year 2 Book income 15 
Tax income† 10 
Distribution to shareholder 10 
Cumulative book income 25 
Cumulative tax income 25 
Cumulative distributions to shareholder 25 
* Amount is greater because of a timing difference that increases investment company taxable 
income in Year 1. During Year 1, because of the distribution of taxable income to meet tax 
requirements and avoid payment of a tax on income, a book return of capital is created. 
† Amount is less because the Year 1 timing difference reverses in Year 2. At the end of Year 2, 
cumulative distributions are equal to cumulative income and, on a cumulative basis, no book return 
of capital has occurred. 
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Illustration 2 
Comparison of the GAAP-Basis Two-Pool and Aggregate One-Pool 
Approaches With the Tax-Basis One-Pool Concept 
Income 
Net investment income 
Net realized capital gains 
Total 
Distributions 
Net investment income 
Net realized capital gains 
Total 
Book overdistribution 
Tax return of capital 
GAAP Basis 
Two-Pool 
$10 
2 
$12 
$11 
1 
$12 
Yes 
($10—$11) 
No 
Aggregate 
One-Pool 
$10 
2 $12 
$11 
1 
$12 
No 
No 
Tax-Basis 
One-Pool 
$10 
2 
$12 
$10 
2 
$12 
N/A 
No 
In this example, although distributions of net investment income exceeded net 
investment income earned, net realized capital gains were underdistributed. 
As distributions in the aggregate did not exceed total income, the aggregate 
one-pool method indicates no return of capital. 
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Illustration 3A 
(Aggregate One-Pool Concept) 
The Effect of a Temporary Difference on Distributions 
and Recommended Financial Statement Presentation 
(1) (2) (3) (4) (5) 
Fact Situation 
GAAP Basis: 
Net investment income $10 $10 $10 $10 $10 
Net realized gain 5 5 5 5 5 
15 15 15 15 15 
GAAP Income/Gain 
Tax Temporary Adjustments: 
Tax writeoff of income (2) (2) (2) (2) — 
Wash sales (deferred loss) 5* 5* 5* 5* — 
Capital loss carryforwards used — — — — (5) 
Taxable Income/Gain $18 $18 $18 $18 $10 
Distributions as Designated 
During the Year: 
Net investment income $ 8 $10 $12 $12 $10 
Realized gains 10 8 5 10 5† 
Total Distributions $18 $18 $17 $22 $15 
Illustrations of Notes to Financial Statements 
* Net investment income and net realized gains differ for financial statement and tax purposes 
primarily because of the deferral of wash-sale losses. 
The character of distributions made during the year from net investment income or net realized 
gains may differ from their ultimate characterization for federal income tax purposes due to 
GAAP/tax differences in the character of income and expense recognition. 
† Despite a carryforward loss, a taxable distribution of realized gains was made, which will be 
treated as an ordinary income distribution for federal income tax purposes. 
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Recommended Presentation (a) 
Statement of Changes: 
Distribution from net investment 
income 
Distribution in excess of net 
investment income 
Distribution from realized gains 
Distribution in excess of realized 
gains 
Tax return of capital distribution 
Effect on Statement of Net 
Assets—Increase (Decrease) 
Undistributed net investment 
income 
Accumulated undistributed 
realized gains 
Paid-in capital 
(1) (2) (3) (4) (5) 
$ 8 $ 8 $ 8 $ 8 $10 
5 5 5 5 = 
5 5 4 5 5(c) 
— — — 4(b) 
$18 $18 $17 $22 $15 
$2 $2 $2 $2 $ -
(5) (5) (4) (5) 5(d) 
— — — _4(b) _(5)(d) $(3) 
$(3) 
$(2) 
$(7) 
$ 
(a) Per share data table presentation should conform to that shown in the statement of changes. 
Presentation of distributions is determined based on their tax-basis characteristics and then adjusted 
based on the source of the distributions, i.e., generally the lesser of book or tax. 
(b) In the event that the $4 overdistribution is not a tax return of capital, but merely a 
"spillover" distribution ("ex" date falls within fiscal period; payable date is in subsequent period), the 
amount would be shown as an "excess distribution" in the statement of changes and no deduction 
from paid-in capital would be necessary. 
(c) The amount shown as a distribution in excess of net realized gains is limited by the amount 
of the lost capital-loss carryforward. 
(d) The portion of the loss carryforward, in an amount equal to the distribution in excess of net 
realized gains, should be reclassified to paid-in capital. 
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Illustration 3B 
(Aggregate One-Pool Concept) 
The Effect of a Permanent Difference on Distributions and 
Recommended Financial Statement Presentation 
(1)(c) (2) (3) (4) 
Fact Situation 
GAAP Basis— 
Net investment income $10 $10 $10 $10 
Net realized gain 5 5 5 5 
GAAP Income/Gain 15 15 15 15 
Permanent Tax Adjustments— 
Market discount/IRC Section 988 
reclassification (a) 
Net investment income 3 (3) — — 
Realized gain/loss (3) 3 — — 
Capital loss carryforwards: 
Used (temporary) — — (5) (5) 
Expired (permanent) — — — (-) 
Taxable Income/Gain $15 $15 $10 $10 
Distributions as Designated During the 
Year: 
Net investment income $13 $ 7 $10 $10 
Realized gains 2 8 — — 
Total Distributions $15 $15 $10 $10 
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(1)(c) (2) (3) (4) 
Recommended Presentation (b) 
Statement of Changes: 
Distribution from net investment 
income $10 $ 7 $10 $10 
Distribution in excess of net 
investment income — — — — 
Distribution from realized gains 2 5 — — 
Distribution in excess of realized gains 3 3 — — 
$15 $15 $10 $10 
Effect on Statement of Net Assets— 
Increase (Decrease) 
Undistributed net investment 
income $ — $ — ( d ) $ — $ — 
Accumulated undistributed realized 
gains — —(d) 5 10 (e) 
Paid-in capital — — (d) — 5 (e) 
$ — $ — $ 5 $ 5 
(a) Reclassification of realized loss on foreign currency to ordinary income as required by 
Section 988 of the Internal Revenue Code. 
(b) Per share data table presentation should conform to that shown in the statement of changes. 
The financial statement presentation of distributions is determined based on their tax-basis charac-
teristics and then adjusted based on the source of the distribution, i.e., generally the lesser of book or 
tax. 
(c) This example demonstrates the circumstances and presentation that would be involved in 
reclassifying realized gains on discounted securities to ordinary income when a fund chooses not to 
accrete market discount. 
(d) The 988 reclassification will not reverse. Thus, the remaining balances in undistributed 
realized gains ($3) and net investment income ($3) have been closed to paid-in-capital with zero net 
effect. 
(e) Expired capital-loss carryforward of $5 should be closed out to paid-in-capital. 
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Illustration 4 
Illustrative Financial Statement Presentation of Various 
Distribution Situations* 
(1) (2) (3)(d) (4) 
Fact Situation 
Net investment income $100 $100 $100 $100 (e) 
Net equalization credits (debits) 20 20 (20) 20 
GAAP income $120 $120 $ 80 $120 
Distributions during the year $100 $120 $ 80 $115 
Recommended Presentation (a) 
Statement of Changes: 
Distribution from net investment 
income $100 $100 $ 80 $100 
Distribution in excess of net 
investment income — — — 10 
Tax return of capital distribution — 20 — 5(f) 
$100 $120 $ 80 $115 
Effect on Statement of Net Assets— 
Increase (Decrease) 
Undistributed net investment income $ 20(b) $ —(c) $ - $ 10 
Paid-in capital — - ( c ) — (5) 
$ 20 $ - $ - $ 5 
*Examples (1), (2), and (3) assume no book/tax differences other than equalization and no 
beginning balances. Example (4) is a tax-exempt fund. 
Illustration of Note to Financial Statements—Applicable to Fact Situation (1) 
Equalization is a permanent book/tax difference that causes a difference between investment 
income and distributions. 
(a) Per share data table presentation should conform to that shown in the statement of changes. 
(b) Distribution of investment excludes net equalization credits. 
(c) Distribution of investment income and net equalization credits with tax return of capital 
requires presentation not only of the tax return of capital distribution, but also reclassification of 
equivalent amounts representing the distributed net equalization credits from undistributed net 
investment income to paid-in-capital. 
(d) Distribution of investment income with consideration of equalization debits, assuming, for 
example, that book and tax equalization are the same. 
(e) Net of $10 expenses. 
(f) $100 net investment income plus $10 disallowed expenses equals $110 net earnings and 
profits. Distribution of $115 is $100 tax-exempt, $10 taxable, and $5 return of capital. 
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NOTICE TO READERS 
Statements of position of the Accounting Standards Division pre-
sent the conclusions of at least two thirds of the Accounting Stand-
ards Executive Committee, which is the senior technical body of the 
Institute authorized to speak for the Institute in the areas of financial 
accounting and reporting. Statement on Auditing Standards No. 69, 
The Meaning of Present Fairly in Conformity With Generally Ac-
cepted Accounting Principles in the Independent Auditor's Report, 
identifies AICPA statements of position as sources of established 
accounting principles that an AICPA member should consider if the 
accounting treatment of a transaction or event is not specified by a 
pronouncement covered by rule 203 of the AICPA Code of Profes-
sional Conduct. In such circumstances, the accounting treatment 
specified by this statement of position should be used, or the member 
should be prepared to justify a conclusion that another treatment 
better presents the substance of the transaction in the circumstances. 
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SUMMARY 
This statement of position (SOP) amends the AICPA Audit and Accounting 
Guide Audits of Investment Companies (the guide) to require reporting of all 
foreign currency transaction gains and losses other than those related to 
investments.* This SOP provides guidance on the calculation and reporting of 
realized and unrealized foreign currency gains and losses in the financial 
statements and footnotes. Consistent with the guide, this SOP does not require 
separate reporting of the portion of the realized gains and losses on investments 
and the change in market value of investments that result from changes in 
foreign currency rates (see paragraphs 2.96 and 2.100 of the current guide). 
However, it does provide guidance as to the manner in which such unrealized 
and realized gains and losses should be measured and reported, if separate 
reporting is adopted by the reporting entity. 
* Transaction gains or losses result from a change in exchange rates between the functional 
currency and the currency in which a foreign currency transaction takes place. They represent an 
increase or decrease in (1) the actual functional currency cash flows realized upon settlement of 
foreign currency transactions and (2) the expected functional currency cash flows on unsettled foreign 
currency transactions. 
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Foreign Currency Accounting and 
Financial Statement Presentation for 
Investment Companies 
Introduction 
1. The purpose of this statement of position (SOP) is to provide guidance 
on computing and reporting foreign currency (FC) transaction gains or losses 
under U.S. generally accepted accounting principles for investment companies 
that invest in (a) securities denominated or expected to settle in currencies 
other than the U.S. dollar or (6) currencies other than the U.S. dollar, and for 
companies that have FC transactions. For illustrative purposes, this SOP 
assumes that the U.S. dollar is the functional currency of the reporting invest-
ment company. This guidance on accounting and financial statement presen-
tation applies to all investment companies covered by the AICPA Audit and 
Accounting Guide Audits of Investment Companies that follow U.S. generally 
accepted accounting principles. 
2. Financial Accounting Standards Board (FASB) Statement of Financial 
Accounting Standards No. 52, Foreign Currency Translation, requires that all 
assets, liabilities, and operations of a foreign entity be measured using the 
functional currency of that entity. Functional currency is defined as the cur-
rency of the primary economic environment in which the entity operates—that 
is, the currency in which the entity primarily generates and expends cash. 
Paragraphs 79 through 81 of FASB Statement No. 52 provide for two broad 
classes of foreign operations. The first class includes foreign operations that 
are relatively self-contained and integrated within a particular country or 
economic environment. For this class, the FC is the functional currency. In the 
second class, the day-to-day operations of the foreign entity are dependent on 
the economic environment of the parent's currency, and changes in the foreign 
entity's individual assets and liabilities directly affect the cash flows of the 
parent company. For this class, the functional currency of the foreign operation 
is the parent company's currency. Generally, the second class of foreign opera-
tions more closely resembles that of U.S. investment companies investing 
primarily in foreign securities than the first class does. For instance, U.S. 
closed-end single-foreign-country funds generate and expend cash primarily in 
their local currency, yet, such funds have adopted the U.S. dollar as the 
functional currency for financial reporting purposes because, among other 
reasons, cash flows related to the funds' individual assets and liabilities 
directly affect the U.S. dollar cash flows to shareholders (sales of fund shares 
are to U.S. shareholders in U.S. dollars, and dividends and distributions are 
paid to shareholders in U.S. dollars). 
3. Inconsistent application of the functional currency concepts of FASB 
Statement No. 52 by funds investing in foreign securities has contributed to a 
diversity of accounting practices for FC transactions. However, because these 
funds follow value accounting, the net increase or decrease in net assets from 
operations is the same under each variation although the financial statement 
presentations of the FC transactions differ. For instance, some funds treat the 
FC rate variance between the trade and settlement dates as an adjustment to 
cost and proceeds, whereas other funds treat it as a component of net invest-
ment income or realized FC gain or loss. Similarly, some funds include the FC 
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gain or loss resulting from income receivable or expense payable with the 
related income or expense, whereas others treat it as a separate component of 
net investment income or realized FC gain or loss. Because the U.S. dollar is 
generally the reporting currency of these funds, they typically adopt the U.S. 
dollar as their functional currency. If the facts and circumstances warrant 
otherwise, a fund may conclude that a currency other than the U.S. dollar 
should be its functional currency. However, in the value accounting environ-
ment, that distinction does not affect the reported amounts of U.S.-dollar-de-
nominated net assets or net changes in net assets. 
4. FC transactions are denominated in a currency other than the fund's 
functional currency. These transactions may produce payables and receivables 
that are fixed in terms of the amount of FC that will be paid or received. A 
change in the exchange rate between the functional currency and the FC 
increases or decreases the expected functional currency value upon settlement 
of the transaction or disposition of the security. 
5. The ongoing revaluation of investments and receivables or payables 
representing unsettled FC transactions is classified as unrealized FC gain or 
loss. On settlement (when there is actual cash flow), a realized FC gain or loss 
is recorded. An FC gain or loss (whether realized or unrealized) results from 
one or more of the following sources: 
• The cost of securities held versus their carrying value based on current 
exchange rates 
• Payables or receivables for securities bought or sold at the transaction 
date versus actual amounts at settlement date or payable or receivable 
based on current exchange rates 
• Interest, dividends, and withholding taxes accrued versus the amount 
received or receivable based on current exchange rates 
• Expenses accrued versus the amount paid or payable in FC, based on 
current exchange rates 
• Marking to market of forward exchange contracts or foreign exchange 
futures contracts 
6. Each of the sources of FC gain or loss identified in paragraph 5 is 
discussed later in this SOP. 
Current Literature 
7. With the exception of the investment companies audit guide, FASB 
Statement No. 52 is the only current pronouncement available on the subject 
of this SOP. Paragraph 2.100 of the audit guide suggests that "foreign currency 
transaction gains and losses may be accounted for separately or may be 
combined for reporting purposes with the type of transaction that gave rise to 
the gain or loss." It also states, in paragraph 2.96, that the approach of not 
requiring separate disclosure of the portion of the changes in market value that 
results from FC rate changes continues to be followed in practice. 
Scope 
8. This SOP provides guidance on measurement and financial statement 
presentation and disclosure for foreign currency transactions by investment 
companies. It amends the AICPA Audit and Accounting Guide Audits of 
Investment Companies. 
9. Some funds invest in countries that are highly inflationary, as that term 
is defined in FASB Statement No. 52, paragraph 11. Accordingly, the separate 
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measurement and disclosure of the FC element may not be meaningful and the 
disclosures recommended by this SOP may not be appropriate for such situ-
ations. 
Conclusions 
10. Each transaction denominated in an FC can initially be measured 
only in that currency. Any differences between originally recorded amounts 
and currently consummated or measured amounts in the reporting currency 
are a function of two factors—(a) foreign exchange rate changes and (b) 
changes in market prices. Those effects should be identified, computed, and 
reported other than for gains and losses on investments. The current guidance 
in paragraphs 2.96 and 2.100, which allows the practice of not separately 
disclosing the portion of the changes in market values of investments and 
realized gains and losses thereon that result from FC rate changes, continues 
to be permitted. However, separate reporting of such gains and losses is 
allowable and, if adopted by the reporting entity, should conform to the 
guidance presented herein. 
Securities 
Purchased Interest 
11. Purchased interest represents the interest accrued between the last 
coupon date and the settlement date of the purchase. It should be recorded in 
the functional currency as interest receivable at the spot rate on the purchase 
trade date, and marked to market using each valuation date's spot rate. After 
the settlement date, daily interest income should be accrued at the daily spot 
rate. It may be impractical to prepare the foregoing calculations daily, and, 
therefore, the use of a weekly or monthly average rate may be appropriate in 
many cases, especially if the exchange rate does not fluctuate significantly. 
However, if the exchange rate fluctuation is significant, the calculation should 
be made daily. 
Marking to Market 
12. A fund investing in foreign securities generally invests in such secu-
rities to reap the potential benefits offered by the local capital market. It may 
also invest in such securities as a means of investing in the FC market or of 
benefiting from the FC rate fluctuation. The extent to which separate informa-
tion regarding FC gains or losses will be meaningful will vary depending on the 
circumstances, and separate information may not measure with precision 
foreign exchange gains/losses associated with the economic risks of foreign 
currency exposures. An FC rate fluctuation, however, may be an important 
consideration in the case of foreign investments, and a reporting entity may 
choose to identify and separately report any resulting FC gains or losses as a 
component of unrealized market gain or loss on investments. 
13. The market value of securities should initially be determined in the 
FC and translated at the spot rate on the purchase trade date. The unrealized 
gain or loss between the original cost (translated on the trade date) and the 
market value (translated on the valuation date) comprises the following ele-
ments: 
a. Movement in market price 
b. Movement in FC rate 
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14. Such movements may be combined as permitted by current guidance. 
If separate disclosure of the FC gains and losses is chosen, the movement in 
market prices should be measured as the difference between the market value 
in FC and the original cost in FC translated at the spot rate on the valuation 
date. The effect of the movement in the foreign exchange rate should be 
measured as the difference between the original cost in FC translated at the 
current spot rate and the historical functional currency cost. These values can 
be computed as follows: 
a. (Market value in foreign currency minus original cost in foreign 
currency) times valuation date spot rate equals unrealized market 
value appreciation or depreciation. 
b. (Cost in foreign currency times valuation date spot rate) minus cost 
in functional currency equals the unrealized foreign currency gain or 
loss. 
It is recognized that the preceding formulas could be refined to isolate and 
report the rate change element in the changes in the gains or losses on 
investments between valuation dates. However, the cost of doing so would not 
be justified for the relatively minor improvement thereof. Furthermore, such 
refinement would (a) be a departure from the method required for federal 
income tax reporting for realized FC gains/losses on debt securities and (6) 
represent a departure from the practice of those investment companies that 
presently separately report in their financial statements the effects of foreign 
exchange on securities gains or losses. 
15. For short-term securities held by a fund that follows the amortized 
cost method of valuation, the amortized cost value should be substituted for 
market value in the formulas given in paragraph 14 if separate reporting is 
chosen by the reporting entity. 
Sale of Securities 
16. If separate reporting of FC gains and loeses on sales of securities is 
chosen by the reporting entity, the computation of the effects of market change 
and the FC rate change is similar to that described in paragraph 14 above. 
Market value in the formula given in paragraph 14 should be replaced with sale 
proceeds and valuation date should be replaced with sale trade date. Accord-
ingly— 
a. (Sale proceeds in foreign currency minus original cost in foreign 
currency) times sale trade date spot rate equals realized market gain 
or loss on sale of security. 
b. (Cost in foreign currency times sale trade date spot rate) minus cost 
in functional currency equals realized foreign currency gain or loss. 
17. The sale of a security results in a receivable for the security sold. The 
related receivable should be recorded on the trade date at the spot rate. On the 
settlement date, the difference between the recorded receivable amount and 
the actual FC received converted into the functional currency at the spot rate 
is recognized as a realized FC gain or loss. 
Sale of Interest 
18. Interest sold represents the accrued interest receivable between the 
last coupon date and the settlement date of sale of the security. The difference 
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between the recorded interest receivable amount and the actual FC received 
(converted into the functional currency at the spot rate) should be recognized 
as a realized FC gain or loss. 
Income 
Interest 
19. Interest on securities denominated in an FC is calculated at the stated 
rate of interest in the FC. The interest should be accrued daily in the FC at the 
stated interest rate and translated into the functional currency at the daily 
spot rate. It may be impractical to prepare such a calculation daily, and, 
therefore, the use of a weekly or monthly average rate may be appropriate in 
many cases, especially if the exchange rate does not fluctuate significantly. 
However, if the exchange rate fluctuation is significant, the calculation should 
be made daily. 
20. The related receivable balance along with purchased interest, if any, 
should be accumulated in the FC and translated into the functional currency 
daily using the spot rate for that date. The difference between the income 
accrued in the functional currency and the FC receivable at the valuation date 
spot rate is unrealized FC gain or loss. 
21. When the interest is received and recorded in the functional currency 
at the spot rate on that date, the unrealized FC gain or loss should be 
reclassified as realized FC gain or loss. 
Accretion and Amortization 
22. Accretion of discounts and amortization of premiums on bonds should 
be calculated daily in the FC. The resulting amount of income or offset to 
income should be translated into the functional currency using that day's spot 
rate. The same FC amount should be recorded as an addition to cost for 
accretion of discounts and a reduction to cost for amortization of premiums. 
Accordingly, cost consists of the original cost, translated at the spot rate in 
effect on the trade date the bond was bought and adjusted for discount 
accretion or premium amortization at the spot rate on the date of adjustment. 
As stated in paragraph 19 of this SOP, use of a weekly or monthly average rate 
may be appropriate in certain circumstances. 
23. On maturity, the carrying cost (including accretion or amortization) 
of the security in the FC equals the proceeds. However, this will not be the case 
in the functional currency. The original cost is translated into the functional 
currency at the spot rate on the trade purchase date and the accretion or 
amortization is translated at periodic spot rates. The proceeds are translated 
into the functional currency at the spot rate on the maturity date. The differ-
ence between the proceeds and the accumulated cost in the functional cur-
rency is realized FC gain or loss. 
Dividends 
24. Dividend income on securities denominated in FC should be recorded 
on the ex-date, at the spot exchange rate of the FC to the reporting currency on 
that date. The related dividend receivable should be translated into the func-
tional currency daily at the spot rate, and the difference between the dividend 
accrued in the functional currency and the FC receivable at the valuation date 
spot rate is unrealized FC gain or loss. When the dividend is received, the 
unrealized FC gain or loss should be reclassified as realized FC gain or loss. 
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25. The preceding approach to measuring investment income ensures 
that investment income accrued on foreign securities reflects the investment 
transaction without regard to the FC gain or loss created in the time between 
the accrual and collection of the income. 
Withholding Tax 
26. Whenever tax is withheld from investment income at the source, the 
amounts withheld that are not reclaimable should be accrued along with the 
related income on each income recognition date if the tax rate is fixed and 
known. If the tax withheld is reclaimable from the local tax authorities, it 
should be recorded as a receivable and not as an expense. When the investment 
income is received net of the tax withheld, a separate realized FC gain or loss 
should be computed on the gross income receivable and the accrued tax 
expense. If the tax rate is not known or estimable, such expense or receivable 
should be recorded on the date the net amount is received; accordingly, there 
would be no FC gain or loss. However, if a receivable is recorded, there may be 
an FC gain or loss through the date such receivable is collected. 
Expenses 
27. The accounting for expenses payable in an FC is identical to that for 
investment income receivable in an FC. An expense should be accrued as 
incurred and translated into the functional currency at the spot rate each day. 
The use of an average weekly or monthly FC rate would be acceptable if the FC 
rate does not fluctuate significantly. The related accrued expense balance 
should be accumulated in the FC and translated into the functional currency 
daily, using the spot rate for that date. The difference between the expense 
accrued in the functional currency and the related FC accrued expense balance 
translated into the functional currency at the valuation date spot rate is 
unrealized FC gain or loss. When the expense is paid, the unrealized FC gain 
or loss should be reclassified as realized FC gain or loss. 
Receivables and Payables 
28. All receivables and payables that are denominated in an FC and that 
may relate to income or expense, or to securities sold or purchased, should be 
translated into the functional currency each valuation date at the spot rate on 
that date. The difference between that amount and the functional currency 
amount that was recorded at various spot rates for income and expense items, 
and at the trade date spot rate in the case of sales and purchases of securities, 
is unrealized FC gain or loss. Upon liquidation of the receivable or payable 
balance in an FC, the difference should be reclassified as realized FC gain or 
loss. 
Cash 
29. FC cash balances and movements should be accounted for in the same 
way that FC-denominated securities are. Every receipt of an FC should be 
treated as a purchase of a security and recorded in the functional currency at 
the spot rate on the cash receipt date. Similarly, every disbursement of an FC 
should be treated as a sale of a security and the appropriate functional 
currency cost should be released, depending on whether a specific identified 
cost, the first-in, first-out (FIFO) method, or an average cost is used. 
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30. The acquisition of an FC does not result in any FC gain or loss. 
However, the disbursement of an FC results in a realized FC gain or loss that 
is the difference between the functional currency equivalent of the FC when it 
was acquired and the FC disbursement translated at the spot rate on the 
disbursement date. Also, as is the case with all other assets and liabilities 
denominated in an FC, FC cash balances should be translated on each valu-
ation date at the spot rate on that date, resulting in unrealized FC gain or loss. 
Forward Exchange Contracts 
31. A forward exchange contract is an agreement between two parties to 
exchange different currencies at a specified exchange rate at an agreed-upon 
future date. A forward exchange contract can be for either hedging or specula-
tion purposes. Funds usually enter into such contracts for hedging purposes 
only. 
32. If a fund enters into a forward exchange contract, the forward contract 
should be recorded on the inception date at the forward rate and marked to 
market daily. 
33. The unrealized FC gain or loss on such a contract is the difference 
between the FC amount valued at the forward rate (on the valuation date) and 
the original contracted value of the forward contract (the amount to be received 
or paid at expiration or settlement date). On the expiration or settlement date, 
the unrealized FC gain or loss should be reclassified as realized FC gain or loss. 
If the forward contract is meant to hedge the payable for the purchase of a 
security denominated in an FC, the cost of the investment purchased and the 
related payable that has been hedged by the forward contract should still be 
recorded at the spot rate on the trade date, and the payable should be trans-
lated into the functional currency daily. 
Financial Statement Presentation 
34. The current practice of not separately disclosing that portion of unre-
alized and realized gains and losses on investments that results from FC 
changes continues to be permitted. All other FC gains or losses should be 
reported under the realized and unrealized gain or loss on investments and 
foreign currency section in the statement of operations. For example, realized 
FC gain or loss on interest and dividends should be included in the realized FC 
gain or loss component of net realized gain or loss. All unrealized FC gain or 
loss, other than those on investments, should be reported as unrealized appre-
ciation or depreciation on translation of assets and liabilities in foreign curren-
cies. The statement of changes in net assets and the statement of assets and 
liabilities should reflect the same realized and unrealized gain and loss compo-
nents. However, it is permissible (a) to combine the net realized gains or losses 
from investments with net realized gains or losses from foreign currency 
transactions and (6) to combine the net unrealized appreciation (depreciation) 
on investments with the net unrealized appreciation (depreciation) on transla-
tion of assets and liabilities in foreign currencies and to report them as single 
components in those statements. 
35. If separate reporting of the unrealized and realized FC gains or losses 
on investments is chosen, such gains and losses should be aggregated with all 
other FC gains and losses and reported as described above. Notes to the 
financial statements should state an entity's practice of either including or ex-
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eluding that portion of realized and unrealized gains and losses on investments 
that results from foreign currency changes with or from other foreign currency 
gains and losses. 
36. Taxes withheld that are not reclaimable, if any, on foreign source 
income should be deducted from the relevant income item and be shown either 
parenthetically or as a separate contra item in the income section of the 
statement of operations. Taxes levied on the aggregate income or capital gains 
of the investment company itself should be presented in a manner that is 
similar to that used for income taxes. The normal withholding taxes should be 
presented as follows: 
Interest or dividend income (net of withholding taxes of $X) $XXX 
or 
Interest or dividend income $XXX 
Less withholding tax (XXX) 
Other Matters 
37. In addition to the FC risk associated with investing in foreign securi-
ties, such investments present additional risks that need to be assessed con-
tinuously by management and considered for financial statement disclosure: 
• Liquidity. Since certain foreign markets are illiquid, market prices 
may not necessarily represent realizable value. 
• Size. When market capitalization is low, a fund's share in the entire 
market (particularly when single-country funds are involved) or in 
specific securities may be proportionately very large, and the market 
price would not necessarily reflect the realizable value. 
• Valuation. Because of liquidity and size problems as well as other 
factors, such as securities that are unlisted or securities that are thinly 
traded, funds would have to adopt specific fair valuation procedures 
for determining the values of such securities. Doing so may be difficult 
in a foreign environment; while others may perform the research and 
provide supporting documentation for fair values, the ultimate respon-
sibility for determining the fair values of securities rests with the 
directors. 
The disclosures suggested above are no different from those that might be 
required for domestic securities with the same attributes. 
38. The preceding risks may need to be disclosed in the notes to the 
financial statements if such factors exist in the markets in which the fund has 
material investments. It would also be incumbent on management to make 
sure that the prices provided by local sources (such as the last sale price, bid 
or ask, mean of bid and ask, closing price, and so on) do represent the market 
value of the securities. This is especially important for open-end funds or 
closed-end funds that allow limited redemption. 
Effective Date and Transition 
39. This SOP is effective for financial statements for fiscal years begin-
ning after December 15, 1993, and interim periods within such years. This SOP 
may, but need not be, applied to financial statements for fiscal years ending 
before its effective date that, for comparative purposes, are provided with 
financial statements for fiscal years ending after its effective date. Earlier 
application of this SOP is encouraged. 
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APPENDIX A 
Illustrations for Separately Calculating and Disclosing 
the Foreign Currency Element of Realized and 
Unrealized Gains and Losses 
Illustrations A and B apply if separate disclosures of the FC elements of 
unrealized and realized gains and losses on investments are chosen by the 
reporting entity. 
A. Purchases and Sales 
ABC Fund uses US$ as its functional currency. 
ABC buys 1,000 shares of XYZ @ £15.00 with a spot exchange 
rate of $1.75 = £1.00. 
Foreign currency (FC) cost basis = £15.00 X 1,000 = £15,000 
Functional currency cost basis = £15,000 X 1.75 = $26,250 
Market gain/loss = (FC sale proceeds — FC cost) X foreign exchange (FX) 
rate on day of sale 
Currency gain/loss = FC cost X (FX rate day of sale — FX rate day of 
purchase) 
Assume a sale of 1,000 XYZ @ £12.00 and $1.50 = £1.00: 
FC proceeds = £12.00 X 1,000 = £12,000 
Functional currency proceeds = £12,000 X 1.50 = $18,000 
Market loss = (£12,000 — £15,000) X 1.50 = ($4,500) 
Currency loss = (£15,000 X 1.50—1.75) = ($ 3,750) 
Total loss ($ 8,250) 
Proof 
Functional currency proceeds $18,000 
Functional currency cost ($26,250) 
($ 8,250) 
B. Securities—Mark to Market 
DAY 1: 1,000 XYZ marked to market @ £16.00; spot rate: $1.85 = £1.00. 
Market gain/loss = (FC current market value — FC cost) X current FX 
rate 
Currency gain/loss = FC cost X (current FX rate — FX rate on day of 
purchase) 
Market gain = (£16,000 — £15,000) X 1.85 = $1,850 
Currency gain = £15,000 X (1.85 -1.75) = $1,500 
Total gain in functional currency $3,350 
Total gain — (£16,000 X 1.85) — (£15,000 X 1.75) = $29,600 — $26,250 = $3,350 
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Mark-to-Market Journal Entries 
[Average rates may be used if fluctuations in exchange rates aren't significant] 
PAY 2:1,000 XYZ marked to market @ £17.00; spot rate: $1.80 = £1.00. 
Market gain = (£17,000 — £15,000) X 1.80 = $3,600 
Currency gain = £15,000 X (1.80—1.75) = $ 750 
Total functional currency gain = $4,350 
Daily Journal Entries 
Market gain/loss = $3,600 — $1,850 = $1,750 
Currency gain/loss = $750 —$1,500 = ($750) 
Day 2 gain ($4,350 — $3,350) = $1,000 
C. Other Assets/Liabilities—FX Mark to Market 
Sale of 1,000 XYZ @ £12.00 = £12,000 receivable @ $1.50 = £1.00 = 
$18,000 
DAY 1: Spot rate moves to $1.55 = £1.00. 
Currency gain = £12,000 X (1.55 — 1.50) .05 = $600 
DAY 2; Spot rate moves to $1.58 = £1.00. 
Currency gain = £12,000 X (1.58 — 1.50) .08 = $960 
Currency gain Day 1 Day 2 
Daily Journal Entry $600 $360 
D. Changes Between Trade and Settlement Dates 
Trade Date 
Purchase 1,000 XYZ @ £15.00; exchange rate: $1.75 = .00. 
Cost basis: $26,250 or £15,000 
DR: sterling securities at cost $26,250 
CR: payables for securities purchased $26,250 
Settlement Date 
Spot rate: $1.80 = £1.00; £15,000 is purchased at the spot rate for $27,000. 
DR: payables for securities purchased $26,250 
DR: realized currency gain/loss $ 750 
CR: cash $27,000 
E. Settlement Against Foreign Currency Cash Balances 
£20,000 balance is available in London. 
Lot a: £10,000 purchased @ $ 1.65 per £1.00 
$US cost basis: $16,500 
Lot b: £10,000 purchased @ $1.85 per £1.00 
$US cost basis: $18,500 
Assume lot b will be liquidated first at $1.80 per £1.00. 
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Lot b: 
DR: cash $18,000 
DR: realized currency gain/loss $ 500 
CR: sterling cash at cost $18,500 
Assume one half of lot a will be liquidated at $1.80 per £1.00. 
Lot a: 
DR: cash $ 9,000 
CR: sterling cash at cost $ 8,250 
CR: realized currency gain/loss $ 750 
Realized FX gain on payable remains the same. 
Between Purchase Settlement and Sale Trade Dates 
Mark the holding to market, based on both local market price and daily spot 
rate. 
F. Sale of XYZ—Trade Date 
Sell 1,000 XYZ @ £18.00; exchange rate: $1.90 = £1.00 
Total proceeds: $34,200 or £18,000 
FX gain is recognized on the sale trade date based on the holding period. 
Receivable is booked at the spot rate on sale trade date. 
DR: receivable for securities sold $34,200 
CR: sterling securities at cost (£15,000 X £1.75) = $26,250 
CR: realized market gain/loss (£18,000 — £15,000) = $ 5,700* 
CR: realized currency gain/loss (15,000 X 150)—26,250 = $ 2,250* 
Maintain local currency basis (£18,000) on the receivable record. 
Between Sale Trade Date and Settlement Date 
Mark the receivable to market based on the prevailing spot rate. 
Sale Settlement Date 
Spot rate: $1.85 = £1.00 
£18,000 is converted at the spot rate to $33,300. 
FX loss is recognized upon the receipt (settlement) of the receivable. 
DR: cash $33,300 
DR: realized currency gain/loss $ 900 
CR: receivables from securities sold $34,200 
If foreign currency cash received is to be kept as local currency: 
Purchase: £18,000 @ $1.85 = £1.00 
Cost basis: $33,300 
DR: sterling cash at cost $33,300 
CR: cash $33,300 
*If separate disclosures of the FC elements of unrealized and realized gains and losses on 
investments are chosen by the entity. 
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APPENDIX B 
Sample Financial Statements 
The ABC Fund 
Statement of Operations 
Year Ended December 31, 19X1 
Investment income 
Interest (net of withholding taxes of $XXXX) $XXXX 
Dividends (net of withholding taxes of $XXXX) XXXX 
xxxx 
Expenses 
Investment advisory fee XXXX 
Interest XXXX 
Professional fees XXXX 
Custodian and transfer agent fees XXXX 
Distribution expenses XXXX 
Total expenses XXXX 
Net investment income XXXX 
Realized and unrealized gain (loss) from investments and 
foreign currency 
Net realized gain (loss) from: 
Investments XXXX 
Foreign currency transactions* XXXX 
Net increase (decrease) in unrealized appreciation or 
(depreciation) on: 
Investments XXXX 
Translation of assets and liabilities in foreign currencies* XXXX 
Net realized and unrealized gain (loss) from investments and 
foreign currency XXXX 
Net increase (decrease) in net assets resulting from operations $XXXX 
* If separate reporting is adopted, these captions would also include foreign currency effects of 
realized and unrealized gains and losses on investments. If separate reporting is not adopted, such 
foreign currency effects would be included in the investments captions. 
See accompanying notes to financial statements. 
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The ABC Fund 
Statement of Changes in Net Assets 
Year Ended December 31, 19X1 
From operations: 
Net investment income $XXXX 
Net realized gains (losses) from investments* XXXX 
Net realized gains (losses) from foreign currency transactions* † XXXX 
Net increase (decrease) in unrealized appreciation 
(depreciation) on investments‡ XXXX 
Net increase (decrease) in unrealized appreciation (depreciation) 
on translation of assets and liabilities in foreign currencies† ‡ XXXX 
Net increase (decrease) in net assets resulting from 
operations XXXX 
Dividends and distributions: 
From net investment income (XXXX) 
From net realized gains on investments and foreign currency 
transactions (XXXX) 
(XXXX) 
From share transactions: 
Net proceeds from sale of shares XXXX 
Cost of shares repurchased XXXX 
Dividends reinvested XXXX 
Net increase in net assets derived from share transactions XXXX 
Net increase (decrease) in net assets XXXX 
Net assets 
Beginning of period XXXX 
End of period (including undistributed net investment 
income of $XXXX) $XXXX 
It is also acceptable to combine these lines and present them as a single item: Undistributed 
net realized gains (losses) from investments and foreign currency transactions. 
† If separate reporting is adopted, these captions would also include foreign currency effects of 
realized and unrealized gains and losses on investments. If separate reporting is not adopted, such 
foreign currency effects would be included in the investments captions. 
‡ It is also acceptable to combine these lines and present them as a single item: Net unrealized 
appreciation (depreciation) on investments and translation of assets and liabilities in foreign 
currencies. 
See accompanying notes to financial statements. 
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The ABC Fund 
Statement of Assets and Liabilities 
Year Ended December 31, 19X1 
Assets 
Investments in securities, at value (cost — $XXXX) $XXXX 
Cash denominated in foreign currencies (cost — $XXXX) XXXX 
Cash XXXX 
Receivable for investments sold XXXX 
Dividends and interest receivable XXXX 
Receivable for shares of beneficial interest sold XXXX 
Deferred organizational expense XXXX 
Other assets XXXX 
Total assets $XXXX 
Liabilities 
Payable for investments purchased XXXX 
Payable for shares repurchased XXXX 
Payable to affiliates XXXX 
Other liabilities XXXX 
Total liabilities $XXXX 
Net assets 
Beneficial interest—XXXX shares of $XXXX par value 
outstanding (unlimited amount authorized) $XXXX 
Undistributed net investment income XXXX 
Undistributed net realized gains from investments* XXXX 
Undistributed net realized gains (losses) from foreign 
currency transactions* † XXXX 
Net unrealized appreciation (depreciation) of investments‡ XXXX 
Net unrealized appreciation (depreciation) on translation of 
assets and liabilities in foreign currencies† ‡ XXXX 
Net assets applicable to shares outstanding $XXXX 
Net asset value per share $XXXX 
*It is also acceptable to combine these lines and present them as a single item: Net realized 
gains (losses) from investments and foreign currency transactions. 
† If separate reporting is adopted, these captions would also include foreign currency effects of 
realized and unrealized gains and losses on investments. If separate reporting is not adopted, such 
foreign currency effects would be included in the investments captions. 
‡ It is also acceptable to combine these lines and present them as a single item: Net increase 
(decrease) in unrealized appreciation (depreciation) on investments and translation of assets and 
liabilities in foreign currencies. 
See accompanying notes to financial statements. 
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The ABC Fund 
(A Single Country Fund) 
Selected Notes to Financial Statements 
1. Foreign Currency. Amounts denominated in or expected to settle in 
foreign currencies (FC) are translated into United States dollars (US$) at rates 
reported by a major New York City bank on the following basis: 
a. Market value of investment securities, other assets and liabilities— 
at the closing rate of exchange at the balance sheet date. 
b. Purchases and sales of investment securities, income and expenses— 
at the rate of exchange prevailing on the respective dates of such 
transactions (or at an average rate if significant rate fluctuations 
have not occurred). 
[The following paragraphs illustrate disclosures depending upon whether the 
fund chooses (i) to report or (ii) not to report the FC elements of realized and 
unrealized gains and losses on investments.] 
c(i). The Fund isolates that portion of the results of operations resulting 
from changes in foreign exchange rates on investments from the fluctuations 
arising from changes in market prices of securities held. 
Reported net realized foreign exchange gains or losses arise from sales of 
portfolio securities, sales and maturities of short-term securities, sales of FCs, 
currency gains or losses realized between the trade and settlement dates on 
securities transactions, the difference between the amounts of dividends, 
interest, and foreign withholding taxes recorded on the Fund's books, and the 
U.S. dollar equivalent of the amounts actually received or paid. Net unrealized 
foreign exchange gains and losses arise from changes in the value of assets and 
liabilities including investments in securities at fiscal year end, resulting from 
changes in the exchange rate. 
c(ii). The Fund does not isolate that portion of the results of operations 
resulting from changes in foreign exchange rates on investments from the 
fluctuations arising from changes in market prices of securities held. Such 
fluctuations are included with the net realized and unrealized gain or loss from 
investments. 
Reported net realized foreign exchange gains or losses arise from sales and 
maturities of short-term securities, sales of FCs, currency gains or losses 
realized between the trade and settlement dates on securities transactions, the 
difference between the amounts of dividends, interest, and foreign withholding 
taxes recorded on the Fund's books, and the U.S. dollar equivalent of the 
amounts actually received or paid. Net unrealized foreign exchange gains and 
losses arise from changes in the value of assets and liabilities other than 
investments in securities at fiscal year end, resulting from changes in the 
exchange rate. 
2.* The Fund has obtained the approval of the Central Bank for the 
registration and conversion into FC of all proceeds of the offering to be invested 
in the ABC country securities markets, which by its terms ensures repatriation 
of such investment and the remittance of profits and dividends accruing on the 
* Should be considered, if applicable to the respective fund. 
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investment. Notwithstanding the foregoing, the right of the Fund to repatriate 
its investments in ABC country securities and to receive profits, capital gains, 
and dividends in foreign exchange is subject to the power of the Central Bank, 
with the approval of the President of the ABC country, to restrict the availabil-
ity of foreign exchange in the imminence of, or during, an exchange crisis or in 
times of national emergency. 
There are nationality restrictions on the ownership of certain equity securi-
ties of the ABC country companies. Based on confirmations that the Fund 
received from the ABC country's governmental authorities, the Fund believes 
that it is permitted to make certain investments through the ABC country's 
Trust that are otherwise available only to the ABC country. 
The Fund has significant investments in the equity securities? of companies 
located in the ABC country. Future economic and political developments in the 
country could adversely affect the liquidity or value, or both, of the ABC country 
securities in which the Fund is invested. 
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APPENDIX C 
Bifurcation of Changes in Value of Foreign Securities 
FASB Statement No. 8, Accounting for the Translation of Foreign Currency 
Transactions and Foreign Currency Financial Statements, appendix D, para-
graphs 219 and 220, specifically states that the FASB did not intend to require 
investment companies to disclose separately the portion of the change in 
market value that results from foreign currency rate changes. Even though that 
exception is not specifically mentioned in FASB Statement No. 52, Foreign 
Currency Translation, practice has continued to follow this approach. This 
practice continues to be allowed by this SOP for the foreign exchange compo-
nents of realized and unrealized gains or losses on securities. 
On June 5, 1992, the AICPA issued a proposed SOP for comment that 
required, among other things, that investment companies report foreign ex-
change effects on realized and unrealized gains and losses separately from 
changes in market prices. Most commentators objected to that requirement 
and, accordingly, the Investment Companies Committee and AcSEC decided 
to make the practice voluntary and study the matter further. 
The Investment Companies Committee intends to form a task force to solicit 
comments from preparers, auditors, regulators, and users of investment com-
panies financial statements to address concerns of the costs to implement 
bifurcation of changes in value of foreign securities, to evaluate the relevance 
of the information provided by bifurcation, and to explore other approaches to 
reporting information if deemed necessary to help users assess foreign currency 
effects. After the task force submits its recommendations to the committee, the 
committee may decide to do one of the following: 
• Draft an SOP to make bifurcation described in the current SOP 
mandatory 
• Draft an SOP to modify the reporting in the current SOP and make it 
mandatory 
• Not change the current guidance 
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NOTICE TO READERS 
Statements of Position of the Accounting Standards Division pre-
sent the conclusions of at least two-thirds of the Accounting Stand-
ards Executive Committee, which is the senior technical body of the 
Institute authorized to speak for the Institute in the areas of financial 
accounting and reporting. Statement on Auditing Standards No. 69, 
The Meaning of Present Fairly in Conformity With Generally Ac-
cepted Accounting Principles in the Independent Auditor's Report, 
identifies AICPA Statements of Position as sources of established 
accounting principles that an AICPA member should consider if the 
accounting treatment of a transaction or event is not specified by a 
pronouncement covered by Rule 203 of the AICPA Code of Profes-
sional Conduct. In such circumstances, the accounting treatment 
specified by this Statement of Position should be used, or the member 
should be prepared to justify a conclusion that another treatment 
better presents the substance of the transaction in the circumstances. 
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SUMMARY 
This statement of position (SOP) applies to financial statements of investment 
partnerships that are exempt from SEC registration under the Investment 
Company Act of 1940 (with certain exceptions) prepared in accordance with 
generally accepted accounting principles (GAAP). It provides guidance on 
financial statement presentation and disclosure of investments, income, and 
partners' capital. It requires— 
• That financial statements include a condensed schedule of invest-
ments in securities. 
• Presenting a statement of operations in conformity with the require-
ments for statements of operations of management investment com-
panies in the Audit and Accounting Guide Audits of Investment 
Companies. 
• Presenting in the financial statements management fees and disclos-
ing how they are computed. 
This SOP is effective for financial statements issued for fiscal years beginning 
after December 15, 1994. Earlier application is encouraged. 
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Financial Reporting by 
Nonpublic Investment Partnerships 
Introduction 
1. Investment partnerships are identified as a type of investment com-
pany in the AICPA's Audit and Accounting Guide Audits of Investment Com-
panies (the Guide). The Guide uses the term investment company to mean 
"generally...an entity that pools shareholders' funds to provide the sharehold-
ers with professional investment management (paragraph 1.01)" [emphasis 
added]. The Guide states that it uses the term to refer to an entity with the 
attributes described in chapter 1 rather than to conform with the legal defini-
tion of an investment company in the federal securities laws. 
2. The Guide refers to investment partnerships in chapter 1 (paragraph 
1.03): 
Several types of investment companies exist: management investment compa-
nies, unit investment trusts,. . . investment partnerships . . . . 
3. The Guide also states: 
The accounting principles and auditing procedures discussed in this guide 
generally apply to all investment companies, though the guide has been written 
primarily for auditors of mutual funds and closed-end companies registered 
with the Securities and Exchange Commission (SEC) under the 1940 Act 
(paragraph 1.04) [emphasis added]. 
To comply with SEC rules and regulations, registered investment companies 
must make certain disclosures in addition to those required by generally 
accepted accounting principles. Those additional requirements are not pre-
sented in illustrative financial statements because they are not otherwise 
required by generally accepted accounting principles (paragraph 5.46). 
4. The illustrative financial statements of management investment com-
panies in the Guide contain a detailed schedule of investments. 
Scope 
5. This SOP applies to investment partnerships that are exempt from 
SEC registration under the Investment Company Act of 1940 and defined as 
investment companies in paragraph 1.01 of the Guide, except for the following: 
a. Investment partnerships that are brokers and dealers in securities 
subject to regulation under the Securities Exchange Act of 1934 
(registered broker-dealers) and that manage funds only for those who 
are officers, directors, or employees of the general partner 
b. Investment partnerships that are commodity pools subject to regu-
lation under the Commodity Exchange Act of 1974 
Investment partnerships identified above as being exempt from the scope of 
this SOP should comply with the financial reporting requirements in the 
AICPA audit and accounting guides applicable to such entities.1 Investment 
1 Audits of Brokers and Dealers in Securities currently specifies requirements for broker-dealers 
and commodity pools. A revised draft of that Guide has been exposed for comment. In addition, a new 
Guide that will apply to futures commission merchants and commodity pools is being prepared for 
comment. 
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partnerships that are SEC registrants must comply with the financial state-
ment reporting requirements as set forth in the Guide and as required by 
Articles 6 and 12 of the SEC's Regulation S-X. 
Background 
6. There has been diversity in practice in the application of certain 
provisions of the Guide—specifically, the requirement for a schedule of invest-
ments, the format of the statement of operations, and the reporting of manage-
ment fees. 
7. Schedule of Investments. The Guide requires investment companies 
to list all of their individual securities in the statement of net assets or in an 
accompanying schedule of investments. Many nonpublic investment partner-
ships do not present such a list in their financial statements. 
8. Statement of Operations. Investment companies present their results 
of operations in a statement of operations as specified in the Guide. The Guide 
requires separate disclosure of dividends and interest income and of realized 
and unrealized gains (losses) on securities. Some investment partnerships 
combine these items and present them as one income-statement caption with 
no separate disclosure. 
9. Management Fees and Allocations. Investment companies normally 
enter into an investment advisory agreement under which they receive invest-
ment management. The fee for that service is usually based on a specified 
percentage of average assets being managed. Some agreements may provide 
for a performance fee or allocation, which includes the normal fee plus a bonus 
(or less a penalty) if the company's performance exceeds (or fails to exceed) a 
preestablished benchmark. Many investment companies reflect such fees, 
including the bonus portion, as an expense in the statement of operations. If 
an investment company is organized as a limited partnership, however, the 
payment may take the form of an allocation of earnings based on a predeter-
mined formula specified in the partnership agreement. In such cases, some 
investment partnerships reflect this allocation of partnership income through 
a reallocation of partners' net income from the limited partners to the general 
partner within the equity section of the statement of assets and liabilities 
rather than as an expense. 
Conclusions 
10. Schedule of Investments. The financial statements of an investment 
partnership, when prepared in conformity with GAAP, should, at a minimum, 
include a condensed schedule of investments in securities owned by the part-
nership at the close of the most recent period. Such a schedule should do the 
following. 
a. Categorize investments by the following: 
(1) Type (such as common stocks, preferred stocks, convertible 
securities, fixed-income securities, government securities, op-
tions purchased, options written, warrants, futures, loan partici-
pations, short sales, other investment companies, and so forth) 
(2) Country or geographic region 
(3) Industry. 
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Report (i) the percent of net assets that each such category represents 
and (ii) the total value and cost for each category in (1) and (2). 
6. Disclose the name, shares or principal amount, value, and type of the 
following: 
(1) Each investment (including short sales) constituting more than 
5 percent of net assets 
(2) All investments in any one issuer aggregating more than 5 
percent of net assets. 
In applying the 5-percent test, total long and total short positions in 
any one issuer should be considered separately. 
c. Aggregate other investments (each of which is 5 percent or less of net 
assets) without specifically identifying the issuers of such invest-
ments, and categorize them as required by paragraph 10a above. 
11. Investments in other investment companies (investees), such as in-
vestment partnerships and limited liability investment companies, should be 
considered investments in securities for the purpose of applying paragraphs 
10a and 106, above. If the reporting partnership's proportional share of any 
security owned by any individual investee exceeds 5 percent of the reporting 
partnership's net assets at the reporting date, each such security should be 
named as required in paragraph 106 above, and categorized as required in 
paragraph 10a above. If information about the investee's portfolio is not 
available, that fact shall be disclosed. These investee disclosures should be 
made either in the condensed schedule of investments (as components of the 
investment in the investee) or in a note to that schedule. 
12. Statement of Operations. Investment partnerships should present 
their statements of operations in conformity with the requirements for state-
ments of operations of management investment companies in paragraphs 5.24 
through 5.35 of the Guide, which include, among other things, separate disclo-
sure of dividend income and interest income and realized and unrealized gains 
(losses) on securities for the period. 
13. Management Fees and Allocations. Investment companies organ-
ized as limited partnerships typically receive advisory services from the gen-
eral partner. For such services, a number of partnerships pay fees chargeable 
as expenses to the partnership, whereas others allocate net income from the 
limited partners' capital accounts to the general partner's capital account, and 
still others employ a combination of the two methods. The amounts of any such 
payments or allocations should be presented in either the statement of opera-
tions or the statement of changes in partners' capital, and the method of 
computing such payments or allocations should be described in the notes to the 
financial statements. 
Effective Date 
14. This SOP is effective for financial statements issued for fiscal years 
beginning after December 15, 1994. Earlier application is encouraged but not 
required. 
Basis for Conclusions 
15. This section discusses considerations that were deemed significant by 
members of the Accounting Standards Executive Committee (AcSEC) in reach-
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ing the conclusions in this SOP. It includes reasons for accepting certain views 
and rejecting others. Individual AcSEC members gave greater weight to some 
factors than to others. 
16. Practice is diverse in applying the Guide's requirements to invest-
ment partnerships. Nevertheless, AcSEC believes that the Guide should apply, 
except for the requirement to present a detailed schedule of investments, to 
investment partnerships of all kinds, including hedge funds, limited liability 
companies, and limited duration companies. The Guide includes investment 
partnerships in its definition of investment companies. Paragraph 1.04 indi-
cates that its principles and procedures generally apply to all investment 
companies, though the guide has been written primarily for auditors of 
mutual funds...under the 1940 Act" [emphasis added]. AcSEC agrees that 
some of the SEC Regulation S-X and 1940 Act requirements may not apply 
to nonpublic investment partnerships. AcSEC believes that the disclosure 
of material information, such as condensed information about the invest-
ment portfolio, dividend income, interest income, realized and unrealized 
gains or losses, and activities in partners' capital accounts, should be 
required for a fair presentation of financial statements of investment part-
nerships. 
17. Schedule of Investments. Disclosure should provide financial state-
ment users with information that aids decision making. FASB Statement of 
Financial Accounting Concepts No. 2, Qualitative Characteristics of Account-
ing Information, states in paragraph 40 that, "the benefits of information 
may be increased by making it more understandable and, hence, useful to 
a wider circle of users." The Guide requires a complete listing of invest-
ments consistent with the SEC's disclosure requirements. This SOP re-
quires nonpublic investment partnerships to present at least a condensed 
schedule of investments in which investments are organized by type, focus-
ing on geographic and industry concentrations, and requires that material 
investments (more than 5 percent of net assets) in any one investee be 
disclosed separately.2 AcSEC concluded that a complete list of all investments 
that individually represents an immaterial portion of the investment portfolio 
would present little additional information that is of value to users of nonpublic 
investment partnerships' financial statements. The condensed disclosures re-
quired by this SOP of the types of investments, the geographical and industry 
concentrations, and the significant investees are informative to users without 
burdening them with unnecessary details. AcSEC believes this presentation 
will enable users to make their decisions focusing on the risk and opportunities 
associated with the type of investment, a geographical area, and industry by 
investee. 
18. The Investment Company Act of 1940 and the Internal Revenue Code 
define investment portfolio diversification to exclude, for certain purposes, 
securities whose values represent more than 5 percent of the total value of an 
investment company's assets. The implication of those definitions is that 
investment concentrations above 5 percent impose a level of risk that requires 
special consideration. After reviewing the comments to the exposure draft, 
AcSEC concluded that a 5 percent of net assets criterion should be included as 
a requirement of this SOP. Net assets (instead of total assets) was chosen 
because net asset value is the focus of investment company financial reporting. 
2 AcSEC has not reconsidered the Guide's disclosure requirements for public investment part-
nerships. Further, AsSEC does not have the authority to amend SEC requirements concerning 
disclosures in filings with the SEC. 
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19. AcSEC recognizes that the 5 percent of net assets criterion for report-
ing separate investments is arbitrary. Accounting, however, contains many 
arbitrary disclosure criteria. 
20. Statement of Operations. Because the operations of public (SEC reg-
istered) investment companies and nonpublic investment partnerships are 
similar (they both invest in securities to generate dividend income, interest 
income, and realized or unrealized gains), AcSEC concluded that investment 
partnerships' statements of operations should be presented in conformity with 
the Guide as required by paragraph 12 above. 
21. Management Fees and Allocations. A number of partnerships record 
an expense for fees due the general partner, a number allocate net income from 
the limited partners' capital accounts to the general partners capital account, 
and others combine the two methods. Typically, accounting for such arrange-
ments is based on the partnership agreement that specifies the fee or allocation 
arrangement. In a typical limited investment partnership agreement, the 
general partner is entitled to a fixed advisory or management fee (such as one 
percent of net assets), plus an allocation of profits (such as 20 percent of net 
realized and unrealized gains). Public investment companies or public partner-
ships normally do not have incentive arrangements, but if they do, they are 
generally limited to an amount that does not exceed one percent of net assets. 
The relatively material allocation of profits provided for in nonpublic partner-
ship agreements may be considered either a disproportionate partnership 
income allocation, based on the fact that the general partner has incurred 
material cost and effort in organizing the partnership, managing the partner-
ship, and incurred disproportionate risk as the general partner (that is, unlim-
ited personal liability), or a compensation arrangement. Although AcSEC 
recognizes that issuing definitive standards is desirable, it believes that this 
SOP cannot provide definitive guidance on accounting for payments to general 
partners because such guidance would have to result from deliberation of 
broader partnership issues. AcSEC therefore concluded that the accounting 
should conform to the structure of the partnership agreement, with the finan-
cial statement disclosures set forth in paragraph 13 of this SOP. 
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APPENDIX A 
Condensed Schedule of Investments 
The following is an illustration of how to apply the SOP.* However, i t does not 
address all possible circumstances that may arise in applying the SOP. 
ABC Associates Ltd. 
Condensed Schedule of Investments 
December 31, 199X 
Shares Value 
COMMON STOCKS (54.9%) 
United States (33.8%) 
Airlines (7.2%) 
53,125 Flight Airlines, Inc. (3.6%)† $ 1,811,297 
Other (3.6%) 1,819,074 
3,630,371 
Banks (1.9%) 937,099 
Financial Services (2.9%) 1,433,210 
Foods (7.1%) 
106,607 Andrews Midlands Co. (5.7%) 2,825,078 
Other (1.4%) 702,824 
3,527,902 
Hospital Supplies and Services (5.6%) 
100,404 Chelsea Clinics Inc. 2,811,297 
Technology (4.1%) 2,039,578 
Utilities (5.0%) 2,480,556 
Total United States (cost $16,850,954) 16,860,013 
Hong Kong (5.7%) 
Drugs (0.6%) 330,741 
Retail (4.0%) 1,984,445 
Utility—Telephone (1.1%) 552,235 
Total Hong Kong (cost $2,756,959) 2,867,421 
Italy (5.6%) 
Airlines (0.2%) 110,247 
Financial Services (1.8%) 881,975 
Leisure Related (3.5%) 1,763,951 
Office Supplies (0.1%) 55,123 
Total Italy (cost $2,912,465) 2,811,296 
Spain (5.4%) 
Banks (2.4%) 1,212,716 
Oil (1.7%) 826,852 
Railroads (1.3%) 661,482 
Total Spain (cost $2,643,197) 2,701,050 
United Kingdom (4.4%) 
Financial Services (2.3%) 1,157,593 
Technology (2.1%) 1,047,346 
Total United Kingdom (cost $2,145,246) 2,204,939 
TOTAL COMMON STOCKS 
(cost $27,308,821) 27,444,719 
The accompanying notes are an integral part of these financial statements. 
*Percent of net assets is shown for each category; net assets are assumed to be $50,000,000 for 
this illustration. 
† Securities of Flight Airlines, Inc., aggregate 5.6 percent of net assets of ABC Associates, Ltd. 
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ABC Associates Ltd. 
Condensed Schedule of Investments 
December 31, 199X 
(continued) 
Shares or 
Principal 
Amount Value 
LONG-TERM DEBT 
SECURITIES (41.3%) 
United States (21.4%) 
Airlines (2.0%) 
$ 1,000,000 Flight Airlines, Inc. 12%, 1998† $ 1,000,000 
Government (19.4%) 
$ 3,000,000 U.S. Treasury Bonds, 7.875%, 2021 3,031,791 
$ 6,600,000 U.S. Treasury Bonds, 6.875%-8.125% 
1999-2021 6,686,175 
9,717,966 
Total United States (cost $15,015,200) 10,717,966 
Spain (19.8%) 
$10,000,000 Spanish Treasury Bonds 
4.50%-5.125%, 1994-1997 
(cost $10,000,000) 9,922,224 
TOTAL LONG-TERM DEBT 
SECURITIES (cost $25,015,200) 20,640,190 
(The following investments are all in United 
States enterprises.) 
LONG PUT AND CALL OPTIONS (2.4%) 
(cost $1,225,800) 1,212,716 
LOAN PARTICIPATIONS (1.3%) 
(cost $465,000) 661,482 
WARRANTS (2.2%) (cost $1,110,247) 1,110,247 
INTEREST IN INVESTMENT 
PARTNERSHIP (10.0%) (cost $4,000,000) 
XYZ Hedge Fund, L.P. (35% owned)‡ 5,000,000 
(XYZ Hedge Fund L.P. owns 6,000 shares, 
valued at $9,000,000 of Leisure Cruises, Inc., 
which is a United States company in the 
leisure time industry.) 
TOTAL INVESTMENTS (112.1%) 
(cost $59,125,068) $56,069,354 
SECURITIES SOLD SHORT (5.7%) 
106,607 Andrews Midlands Co. 
(Proceeds $2,715,000) ($ 2,825,078) 
The accompanying notes are an integral part of these financial statements. 
† Securities of Flight Airlines, Inc., aggregate 5.6 percent of net assets of ABC Associates, Ltd. 
‡ Leisure Cruises, Inc., is named because the proportionate share of ABC Associates, Ltd., 
equity in it is greater than 5 percent of ABC's net assets. If information about the investments of XYZ 
was not available, that would have been stated either parenthetically or in a note to this schedule. 
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APPENDIX B 
Discussion of Comments Received on the Exposure 
Draft 
B-1. An exposure draft of a proposed statement of position, Financial 
Reporting for Investment Partnerships, was issued for public comment in 
September 1993 and distributed to a variety of interested parties to encourage 
comments by those that would be affected by the proposal. It proposed that 
investment partnerships— 
• Include a detailed schedule of investments in securities, as illustrated 
in the Guide for management investment companies, with GAAP 
financial statements. 
• Present a statement of operations in the format illustrated in the 
Guide. 
• Account for performance fees in accordance with partnership agree-
ments and disclose the amounts of and how such fees are computed. 
B-2. The exposure draft included the minority view of AcSEC that a 
condensed schedule of investments, which was illustrated, be required instead 
of a detailed schedule of investments, as required by the Guide. 
B-3. Sixty-nine comment letters on the exposure draft were received. The 
most significant and pervasive comments received related to the proposed 
requirement that investment partnerships include a detailed schedule of in-
vestments with their financial statements. For the reasons stated in para-
graphs 17 through 19 of this SOP, AcSEC agreed that the condensed schedule 
of investments provided more meaningful information. 
Schedule of Investments 
B-4. Most respondents to the exposure draft stated that detailed disclo-
sures about the investment portfolio would reveal information, such as trading 
strategies, that is considered to be confidential. They believe that reporting 
either detailed or condensed information publicly could be detrimental eco-
nomically to partnership investors. AcSEC noted that in the absence of any 
portfolio information, financial statements might merely present a single asset 
line item titled "investments" that would approximate total assets. Such 
limited disclosure would undermine the meaningfulness of financial state-
ments. 
B-5. Others expressed the view that basic financial statements should 
provide meaningful summarized information rather than a complete listing of 
all items included in a particular financial statement caption, such as invest-
ments in securities. They pointed out that other financial enterprises, such as 
banks, property and liability insurance companies, stock life insurance compa-
nies, and broker-dealers do not disclose their investments in a similar level of 
detail. AcSEC concluded that a condensed schedule of investments, that in-
cludes disclosures of material investments, would provide sufficient informa-
tion about the composition of partnerships' portfolios. 
B-6. Many respondents stated that investment strategies must be kept 
confidential to achieve the best results for investors. They expressed concern 
about disclosing information that they deem to be confidential trade secrets, 
which might lead other investment firms to "piggyback" the reporting partner-
ship's positions. 
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B-7. Although AcSEC recognizes the need to balance a fair presentation 
with protection of proprietary information, complete confidentiality of invest-
ments is not a compelling reason for excluding information on material items 
from financial statements. AcSEC acknowledges that disclosure can produce 
certain detriments, but AcSEC believes that the need for adequate disclosure 
outweighs the possibility of negative results. Furthermore, as noted by several 
respondents, although the disclosure of investment positions may be detrimen-
tal to some funds that have material short positions outstanding at a reporting 
date, many such positions will have expired or will have been covered before 
the availability of the financial statements. 
B-8. Investor Expectations and Needs. Respondents noted that inves-
tors in investment partnerships frequently are sophisticated investors with a 
high net worth who neither need nor expect the type of reporting required of 
mutual funds. Additionally, a number noted that partnership agreements 
provide for partner access to records, thus enabling a partner to obtain addi-
tional information if necessary, whereas others noted that partners sometimes 
agree not to seek such information. 
B-9. AcSEC acknowledges that many, but not necessarily all, investment 
partners are sophisticated investors, but believes their need for financial 
information is difficult to differentiate from that of less sophisticated investors. 
How to assess financial statement users' needs is a pervasive issue in formu-
lating accounting standards and is considered in AcSEC and FASB delibera-
tions. Further, it is questionable whether investment partnerships can be 
distinguished from other investment companies based on the sophistication of 
their investors because some public investment companies registered under 
the 1940 Act— 
а. Can engage in similar trading strategies, such as hedging and 
investing in derivatives. 
b. Have sophisticated investors. 
c. Have minimum investment levels equal to or in excess of those called 
for by some nonpublic investment partnerships. 
B-10. An investor's willingness to take increased risk in return for an 
expected higher return does not necessarily equate to a lack of desire for 
information about an investment company's investments. In the absence of any 
portfolio information, financial statements might merely present a single asset 
line item titled "investments" that would approximate total assets. Such 
limited disclosure would undermine the meaningfulness of financial state-
ments. 
B-11. Cost. A number of respondents addressed the issue of cost benefit 
in terms of their belief that including either a detailed or condensed schedule 
of investments with financial statements would jeopardize the confidentiality 
required to protect their trading strategies and the gains that they engender. 
They mentioned, as consequences, that others could mimic their strategies or 
even devise strategies to profit at the expense of an investment partnership, 
such as in a short squeeze. AcSEC acknowledges that disclosure of condensed 
schedules of investments may be detrimental in certain cases. Nevertheless, 
AcSEC believes that reporting basic information about investments is vital for 
a fair presentation of investment partnerships' financial statements. 
B-12. Other respondents expressed a belief that the incremental cost to 
assemble, present, and audit the investment information would not be 
outweighed by the benefits of the disclosures. AcSEC believes that such costs 
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should not be material because much of the information required appears to be 
readily available. 
Statement of Operations and Partners' Fees and Allocations 
B-13. Most respondents directed their comments to the proposed require-
ment for investment partnerships to present a schedule of investments, as 
discussed above. Comments on the proposed statement of operations and 
partners' fees and allocations were as follows: 
• Most respondents who expressed opinions on the proposed statement 
of operations supported it, but a number objected to it because they 
believe that the format is appropriate for public mutual funds, but not 
for nonpublic investment partnerships. One commentator suggested 
imposing a uniform requirement for both broker-dealers and invest-
ment companies, and another suggested a different format altogether. 
• A number of respondents who expressed opinions on reporting part-
ners' fees and allocations supported the proposed reporting, and most 
of the remainder recommended that one or the other accounting 
method be required, although most did not state a preference for one 
method or another. 
B-14. AcSEC has decided not to make any significant changes to those 
requirements proposed in the exposure draft. AcSEC believes that because 
both public (SEC registered) investment companies and nonpublic investment 
partnerships have similar operations, their statements of operations should 
also be similar. Although AcSEC recognizes that issuing definitive standards 
is desirable, it continues to believe that this SOP cannot provide definitive 
guidance on accounting for payments to general partners because such guid-
ance would have to result from deliberations of broader partnership accounting 
issues. 
Regulatory Considerations 
B-15. Broker-Dealer Requirements. The financial statements of broker-
dealers need not include a detailed or condensed schedule of investments or a 
separate disclosure of realized and unrealized gains (losses). In the AICPA's 
Audit and Accounting Guide Audits of Brokers and Dealers in Securities, 
securities brokers and dealers are described as follows (paragraph 1.01): 
Brokers, acting in an agency capacity, buy and sell securities and commodities 
for their customers and charge a commission. Dealers or traders, acting in a 
principal capacity, buy and sell for their own account and trade with customers 
and other dealers. 
B-16. Representatives of the broker-dealer industry have expressed the 
view that investment partnerships that are registered as broker-dealers and 
that manage funds only for directors, officers, or employees of the partnership's 
general partner, should be permitted to follow broker-dealer accounting, which 
does not require the presentation of a schedule of investments. They point out 
that such investment partnerships are registered as broker-dealers to more 
readily obtain credit to invest on behalf of the broker-dealers' owners or 
employees, who are defined as "affiliated persons" by the Securities Exchange 
Act of 1934. Because those investment partnerships are registered broker-dealers, 
they are required to prepare financial statements filed with the SEC the 
way that broker-dealers are. Such financial statements comply with the format 
for broker-dealers specified in the Audit and Accounting Guide Audits of Brokers 
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and Dealers in Securities. Were such entities required to apply the require-
ments in this SOP, they would have to prepare financial statements using two 
different formats: those in the broker-dealer Guide and those specified by this 
SOP. 
B-17. AcSEC believes that investment partnerships that are registered 
broker-dealers and that invest funds only for directors, officers, or employees 
of a partnership's general partner should be exempt from the requirements of 
this SOP. GAAP for broker-dealers is set forth in the broker-dealer Guide, and 
such partners can readily obtain the information that a condensed schedule of 
investments and a statement of operations in the format of an investment 
company would afford them. 
B-18. Commodity Pool Requirements. Some investment partnerships 
are registered with the Commodity Futures Trading Commission (CFTC) as 
commodity pool operators and, as such, are required by the CFTC to file 
financial statements that are prepared in conformity with GAAP. Commenta-
tors recommend that such entities be exempt from the scope of the SOP 
because— 
а. A detailed or condensed schedule of investments may not be mean-
ingful and may even be misleading because of the volatility of most 
commodity portfolios. 
b. The format of the statement of operations currently in use for 
commodity pools is more meaningful than that proposed in the SOP. 
c. The Chief Accountant of the CFTC Division of Trading and Markets 
has issued an interpretation on how to report allocations of invest-
ment partnership equity or other interests to general partners in 
financial statements filed with the CFTC. That interpretation re-
quires that such allocations be reported in the statement of opera-
tions immediately after net income and, as such, is consistent with 
the conclusions in this SOP. 
B-19. In addition to the foregoing, AcSEC notes that an AICPA task force 
is drafting an audit and accounting guide that will apply to commodity pools, 
including investment partnerships that are commodity pools. Accordingly, 
AcSEC has exempted from the scope of this SOP investment partnerships that 
are commodity pools subject to regulation under the Commodity Exchange Act 
of 1974. 
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NOTICE TO READERS 
Statements of Position of the Accounting Standards Division pre-
sent the conclusions of at least two-thirds of the Accounting Stand-
ards Executive Committee, which is the senior technical body of the 
Institute authorized to speak for the Institute in the areas of financial 
accounting and reporting. Statement on Auditing Standards No. 69, 
The Meaning of Present Fairly in Conformity With Generally Ac-
cepted Accounting Principles in the Independent Auditor's Report, 
identifies AICPA Statements of Position as sources of established 
accounting principles that an AICPA member should consider if the 
accounting treatment of a transaction or event is not specified by a 
pronouncement covered by Rule 203 of the AICPA Code of Profes-
sional Conduct. In such circumstances, the accounting treatment 
specified by this Statement of Position should be used, or the member 
should be prepared to justify a conclusion that another treatment 
better presents the substance of the transaction in the circumstances. 
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SUMMARY 
This statement of position (SOP) applies to investment companies that adopt 
plans that comply with rule 270.12b-1 of the Investment Company Act of 1940. 
It requires— 
• Investment companies with enhanced 12b-1 plans to recognize a 
liability, with a corresponding charge to expenses, for excess costs. 
Changes in the liability should be recognized in the statement of 
operations as an expense or reduction in expense. 
• Reporting of the liability at its present value, calculated using an 
appropriate current interest rate, if certain conditions are met. 
• Investment companies with board-contingent plans to recognize a 
liability for excess costs, computed in the same way as for an enhanced 
12b-1 plan, when the company's board commits to pay such costs. 
• Certain disclosures for both traditional and enhanced plans. 
This SOP amends the Audit and Accounting Guide Audits of Investment 
Companies. It is effective for annual financial statements for fiscal years 
beginning after December 15, 1995, and for interim financial statements for 
periods in such years. The cumulative effect of changes caused by adopting this 
SOP should be reflected in the calculation of net asset value on the first day of 
the fiscal year of adoption. 
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Accounting for Certain 
Distribution Costs of Investment Companies 
Introduction and Background 
1. The Audit and Accounting Guide Audits of Investment Companies (the 
Guide) describes how to account for distribution costs of open-end investment 
companies that are registered under the Investment Company Act of 1940 
(1940 Act), as amended, and that have adopted plans of distribution pursuant 
to rule 270.12b-1 of the 1940 Act. Paragraph 8.35 of the Guide states the 
following: 
Rule 270.12b-1 of the 1940 Act permits an investment company, in compliance 
with specified conditions, to pay for costs incurred to distribute its shares. 
Payments are made pursuant to a plan, commonly known as a "12b-1" plan, 
adopted by the board of directors. There are many forms of such plans, and the 
auditor should review their provisions. Distribution expenses paid with an 
investment company's assets are accounted for as operating expenses. [Rule 
6-07.2(f) of Regulation S-X] 
2. Open-end investment companies, referred to in this SOP as funds, are 
permitted to finance the distribution of their shares under a plan pursuant to 
rule 270.12b-1 of the 1940 Act. Under rule 270.12b-1, a fund's board of directors 
is required to perform an annual review of the plan and determine whether to 
continue or terminate it. Under a traditional 12b-1 plan,1 a fund's distribu-
tor may be compensated or reimbursed for its distribution efforts or costs 
through one or more of the following methods: 
• A 12b-1 fee, payable by the fund, based on an annual percentage of the 
fund's average net assets (a compensation plan) or based on an 
annual percentage of the fund's average net assets limited to actual 
costs incurred, after deducting contingent-deferred sales loads 
(CDSLs) received by the distributor (a reimbursement plan). 
Therefore, a compensation plan differs from a reimbursement plan 
only in that the latter provides for annual or cumulative limits, or both, 
on fees paid. Fees for both kinds of plans are treated as expenses in a 
fund's statement of operations. 
• A front-end load, which is assessed on purchasing shareholders at the 
time fund shares are sold. 
• A CDSL imposed directly on redeeming shareholders. The CDSL 
usually is expressed as a percentage, which declines with the passage 
of time, of the lesser of redemption proceeds or original cost. The CDSL 
normally ranges from 4 percent to 6 percent and typically is reduced 
by 1 percent (for example, from 6 percent to 5 percent) a year until the 
sales charge reaches zero percent. 
3. Rule 12b-1 plans historically have provided that a fund's board of 
directors may terminate the plan with no penalty to the fund. (Termination of 
the plan does not necessitate termination of the fund.) Redeeming shareholders 
still would be subject to the CDSL, which would be paid to the distributor that 
sold the shares to those shareholders. However, with a traditional 12b-1 plan, 
the 12b-1 fees normally would be discontinued on plan termination. Some tra-
1 Words that are defined in the accompanying glossary are set in boldface the first time they 
appear. 
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ditional reimbursement 12b-1 plans provide that, when the plan is terminated, 
the fund's board of directors has the option, but not the requirement, to pay the 
distributor for any costs incurred by the distributor in excess of the cumulative 
CDSL and 12b-1 fees the distributor has received. Such a plan is referred to in 
this SOP as a board-contingent plan. Under traditional reimbursement 
12b-1 plans, including board-contingent plans, CDSL payments by sharehold-
ers continue to be remitted to the distributor until excess costs are fully 
recovered, after which the CDSL payments usually are remitted to the fund 
instead of the distributor. 
4. With an enhanced 12b-1 plan, the fond is required to continue paying 
the 12b-1 fee after termination of the plan to the extent the distributor has 
excess costs. CDSL payments by shareholders would continue to be remitted 
to the distributor to further offset excess costs. Thus, the major distinction 
between traditional and enhanced 12b-1 plans is the requirement for the fund 
to continue such payments upon plan termination. 
5. The following table summarizes the 12b-1 plan attributes enumerated 
above. 
Annual review and 
approval of plan by 
board, with ability to 
terminate plan 
Fund Payment Terms* 
Payment based on 
average net assets 
Annual or cumulative 
limitation, or both, 
based on actual 
distribution costs 
Traditional Enhanced 
Compensation Reimbursement 
Nonboard Board 
Contingent Contingent 
Upon termination 
of 12b-1 plan, board 
has option, but not 
obligation, to pay 
excess costs 
Upon termination 
of 12b-1 plan, fund 
is required to 
continue paying 
12b-1 fee to the 
extent the distributor 
has excess costs 
Scope 
6. This Statement of Position (SOP) applies to annual and interim finan-
cial statements of investment companies that adopt plans that comply with 
rule 270.12b-1 of the Investment Company Act of 1940. 
*Excludes front-end and CDSL payments, which are made by shareholders and not the fund. 
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Conclusions 
7. A liability, with a corresponding charge to expense, should be recog-
nized by a fund with an enhanced 12b-1 plan for excess costs. The amount of 
the liability should be equal to the cumulative distribution costs incurred 
by the distributor less the sum of (a) cumulative 12b-1 fees paid, (6) cumulative 
CDSL payments, and (c) future cumulative CDSL payments by current 
shareholders, if reasonably estimable. Any future cumulative CDSL pay-
ments should be based on (a) current net asset value per share, (6) the number 
of shares currently outstanding and the number of years that they have been 
outstanding, and (c) estimated shareholder persistency based on historical 
fund data or, if historical fund data are not available, group or industry date 
for a similar class of shares. Changes in the liability should be recognized in 
the statement of operations as an expense or reduction in expense. 
8. The liability should be reported at its present value, calculated using 
an appropriate current interest rate, if (a) the amount and timing of cash flows 
are reliably determinable and (b) the distribution costs are not subject to a 
reasonable interest charge. If these conditions are not met, the liability should 
be calculated without discounting to present value. 
9. A liability for excess costs, Computed in the same way as for an 
enhanced 12b-1 plan, should be recorded by a fund with a board-contingent 
plan when the fund's board commits to pay such costs. 
10. For both traditional and enhanced plans, funds should disclose in 
their financial statements the principal terms of such plans and any plan 
provisions permitting or requiring payments of excess costs after plan termi-
nation. For board-contingent and enhanced plans, the aggregate amount of 
distribution costs subject to recovery through future payments by the fund 
pursuant to the plan and through future CDSL payments by current share-
holders should be disclosed. For enhanced plans, funds should disclose the 
methodology used to estimate future CDSL payments by current shareholders. 
11. An excess of cumulative 12b-1 fees and CDSL payments to date and 
future CDSL payments by current shareholders over the cumulative costs 
incurred by the distributor should not be reported as an asset. 
Effective Date and Transition 
12. This SOP is effective for annual financial statements for fiscal years 
beginning after December 15, 1995, and for interim financial statements for 
periods in such years. The cumulative effect of changes caused by adopting this 
SOP should be reflected in the calculation of net asset value on the first day of 
the fiscal year of adoption.2 Restatement of financial statements presented for 
comparative purposes, including financial highlights, is not permitted. Pro 
forma financial information is not required. Early application is encouraged. 
Basis for Conclusions 
13. This section discusses factors that were deemed significant by mem-
bers of the Accounting Standards Executive Committee (AcSEC) in reaching 
2 Securities and Exchange Commission (SEC) Staff Accounting Bulletin (SAB) No. 74, Disclo-
sures Regarding Accounting Standards Issued But Not Yet Adopted, expresses the SEC staffs views 
concerning disclosures of the impact that recently issued accounting standards will have on the 
financial statements when adopted in a future period. The impact of this standard should be disclosed 
for all investment companies, including those not subject to SAB No. 74. 
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the conclusions in this SOP. It includes reasons for accepting certain views and 
rejecting others. Individual AcSEC members gave greater weight to some 
factors than to others. 
14. For enhanced 12b-1 plans, AcSEC considered three alternatives with 
respect to accounting for excess costs: (1) immediate recognition of a liability 
when the distributor incurs excess costs; (2) recognition of a liability upon 
termination of the plan; and (3) no recognition of a liability. 
15. AcSEC believes that a fund is unconditionally committed to pay 
excess costs at the formation of an enhanced 12b-1 plan and that a liability for 
such costs should be reported by the fund when the costs are incurred by the 
distributor. Although an enhanced 12b-1 plan requires annual board approval 
for its continuance, the payment for excess costs is not contingent on such 
approval. Termination of the plan by the fund's board would not change the 
obligations under the plan. Any operational difficulties, such as the daily 
calculation of the share net asset values, does not change the fact that the fund 
is liable for excess costs. 
16. The amount of the liability, as calculated pursuant to paragraph 7 of 
this SOP, includes a reduction for the future cumulative CDSL payments by 
current shareholders, if reasonably estimable. That is analogous to accounting 
for the disposal of a segment of a business when the anticipated future cash 
flows that will result from an original lease and a sublease are taken into 
account in determining the overall gain or loss on the. disposal.3 In the case of 
a terminated 12b-1 plan, future CDSL payments on redemption by sharehold-
ers pursuant to the prospectus terms reduce the fund's obligation to the 
distributor, although the amount of those payments is subject to estimation. 
17. Funds account for 12b-1 fees as expenses, in accordance with Regula-
tion S-X and the Guide. AcSEC observes that accounting for excess costs as 
expenses is consistent with that and the way that funds account for other costs 
of raising capital (such as state registration fees and legal fees). That account-
ing is based on the principle that raising capital is an integral part of a fund's 
business. Such costs are analogous to ordinary and necessary period costs in 
nonfinancial businesses. 
18. AcSEC believes that the liability for excess costs should be accounted 
for at its present value, if (a) the amount and timing of cash flows are reliably 
determinable and (6) the distribution costs are not subject to a reasonable 
interest charge. That is consistent with the consensus in Emerging Issues Task 
Force (EITF) Issue 93-5, Accounting for Environmental Liabilities. 
19. Board-contingent plans provide that on a plan's termination, the 
fund's board of directors has the option, but not the obligation, to pay the 
distributor for any excess costs incurred. AcSEC believes that a liability for 
excess costs, computed in the same way as for an enhanced 12b-1 plan, should 
be recorded for a board-contingent plan only when the fund's board commits to 
pay such costs and communicates its intent to do so. A commitment by the 
board, in effect, converts a board-contingent plan into an enhanced plan. That 
is, the fund is then obligated to continue to pay the 12b-1 fee after termination 
of the plan to the extent that the distributor has excess costs. 
20. AcSEC believes that the disclosures required for traditional and 
enhanced plans are necessary to provide users with adequate information 
regarding the assumptions used to compute the liabilities for certain distribu-
tions costs of enhanced 12b-1 plans and contingent excess costs for traditional 
12b-1 plans. 
3 FASB Interpretation No. 27, Accounting for a Loss on a Sublease, paragraph 3. 
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APPENDIX A 
Illustration 
To illustrate application of this SOP, the following assumptions are made 
for a fund with an enhanced 12b-1 plan: 
Total distribution costs incurred $ 5,000,000 
12b-1 payments (750,000) 
CDSL payments received by distributor (250,000) 
4,000,000 
Estimated future CDSL payments to be 
received by distributor from current 
shareholders at current asset levels* (1,000,000) 
$ 3,000,000 
Assuming that the 12b-1 fee is paid at the end of the year, the following 
calculation would be made: 
Current fund net assets 
(10 million shares at $10.00 per share) $100,000,000 
12b-1 fee as a percentage of net assets .0075 
Annual 12b-1 fee payments (75 basis points) $ 750,000 
Estimated number of years to pay excess costs 
($3,000,000 ÷ $750,000/year) 4 
Present value of 12b-1 payments of 
$750,000 for 4 years, discounted at an 
assumed rate of 8 percent (assuming 
discounting is appropriate) $ 2,484,000 
Accordingly, upon adoption of the SOP on January 1, 19X1, the fund would 
recognize a liability of $2,484,000 and a corresponding expense, which would 
be reported as the cumulative effect of a change in accounting principle 
pursuant to Accounting Principles Board (APB) Opinion No. 20, Accounting 
Changes. 
The following illustrates the impact of adopting this SOP in the 19X1 
financial statements after making the following additional assumptions: 
There are no further distribution costs incurred or capital share activity 
during 19X1. 
CDSLs received during 19X1 are $250,000, and anticipated CDSLs with 
respect to current shareholders expected to be received after 19X1 are $750,000 
(that is, the assumption at the beginning of 19X1 that $1,000,000 of CDSLs 
would be received still is considered valid). 
*Assuming amounts are reasonably estimable. 
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Statement of Operations 
Investment income 
Expenses 
Distribution fees 
Interest 
Other 
Realized and unrealized gains 
Net increase in net assets resulting from 
operations before cumulative effect of 
change in accounting principle 
Cumulative effect of change in 
accounting principle (Note) 
Net increase in net assets resulting from 
operations 
$X,XXX,XXX 
199,000* 
X,XXX,XXX 
X,XXX,XXX 
X,XXX,XXX 
(2,484,000) 
X,XXX,XXX 
The statement of changes in net assets should separately reflect the inclu-
sion of the cumulative effect of the accounting change in a similar manner. 
The liability at the end of 19X1 would be $1,933,000 ($2,484,000 + $199,000 
of interest amortization - $750,000 of annual 12b-1 fees paid) and would be 
reflected on the statement of assets and liabilities as accrued distribution 
expenses payable. That amount can be proved as the present value of three 
consecutive payments of $750,000, which represents the fund's undiscounted 
liability of $2,250,000. 
Financial Highlights 
Net asset value—beginning of year $ .XX 
Net investment income .XX 
Realized and unrealized gains X.XX 
X.XX 
Cumulative effect of adoption of 
accounting standard (Note) (.25) 
Net increase in net assets resulting from 
operations $X.XX 
Note 
Effective January 19X1, the fund adopted AICPA Statement of Position No. 
95-3, which requires that a fund record a liability and expense for excess costs, 
as defined, for enhanced 12b-1 plans. Prior thereto the fund recognized an 
expense under its 12b-1 plan based on a percentage of the fund's net assets. 
Under an enhanced 12b-1 plan, the fund is obligated to reimburse the distribu-
tor for any costs it has incurred in excess of cumulative 12b-1 and CDSL 
payments it has received. As of January 1, 19X1, the fund has recorded a 
liability of $2,484,000 for such costs, representing the cumulative effect of the 
change in accounting. It is equal to the $4,000,000 of aggregate costs incurred 
by the distributor in excess of cumulative 12b-1 and CDSL payments through 
* $2,484,000 at 8 percent. 
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that date, less future estimated CDSL payments of $1,000,000, discounted at 
8 percent. At December 31, 19X1, the liability of $1,933,000 represents the 
aggregate excess costs of $3,000,000 less estimated future CDSL payments of 
$750,000, discounted at 8 percent. Future CDSL payments were estimated 
based on the net asset value per share of the fund as of December 31, 19X1, the 
number of shares currently outstanding and the number of years that they have 
been outstanding, and estimated shareholder persistency based on historical 
fund data. 
Change in Estimate 
Assume that at the end of 19X1, actual CDSLs received in year one exceed 
those anticipated by $250,000 and the distributor's estimate of future CDSLs 
after 19X1 is increased by a further $500,000. The undiscounted liability would 
be reduced from $2,250,000 to $1,500,000; the discounted liability would be 
$1,337,000. In this situation, the distribution fees included in the 19X1 state-
ment of operations would be a contra expense of $596,000 (interest expense 
would be unchanged) and not an adjustment of the cumulative effect of 
adoption. 
If it is assumed instead that year-end CDSLs fell short by $250,000 and the 
estimate of future CDSLs from current shareholders fell by another $500,000, 
the undiscounted liability would increase to $3,000,000. The discounted liabil-
ity would increase to $2,484,000, and the 19X1 statement of operations would 
include distribution fees of $551,000. 
In practice, the periodic remeasurement of the liability also will have to 
incorporate new fund share sales, additional costs incurred during the period, 
and the effect of changes in net asset value on the discounting process. In 
addition, such calculations would have to be made at each net asset value 
determination date. 
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APPENDIX B 
Discussion of Comments Received on the 
Exposure Draft 
B-1. An exposure draft of a proposed statement of position, Accounting for 
Certain Distribution Costs for Investment Companies, was issued for public 
comment in April 1994 and distributed to a variety of interested parties to 
encourage comments by those that would be affected by the proposal. The 
conclusions proposed in the exposure draft on how to account for such costs 
have been adopted in this SOP. A majority of commentators supported or did 
not object to the conclusions proposed. 
B-2. A minority of commentators objected to the conclusion that invest-
ment companies should account for excess costs under enhanced 12b-1 plans 
as liabilities and expenses. One objection acknowledged that the SOP may be 
based on existing accounting theory, but objected to it on the grounds that it 
will not afford equal and fair treatment to fund shareholders. Another com-
mentator objected because of the belief that the likelihood of the termination 
of a 12b-1 plan is "highly unlikely, remote," as defined in FASB Statement No. 
5, Accounting for Contingencies. 
B-3. As to the first objection, AcSEC observes that Statement of Financial 
Accounting Concepts No. 2, Qualitative Characteristics of Accounting Informa-
tion, in discussing the concept of neutrality, states: "Neutrality means that 
either in formulating or implementing standards, the primary concern should 
be the relevance and reliability of the information that results, not the effect 
that the new rule may have on a particular interest." 
B-4. The second objection fails to recognize that the promise made at the 
inception of an enhanced 12b-1 plan to pay unconditionally any distribution 
costs creates a liability. That liability is measured by the amount of excess 
costs. Terminating an enhanced 12b-1 plan only determines when the existing 
liability is to be paid. 
B-5. A further objection to reporting enhanced 12b-1 excess costs as 
expenses is that doing so may cause a violation of regulatory limitations on 
12b-1 fees. This objector argues that, if excess costs are accounted for as 
liabilities, a portion of those costs should be recorded as an asset to recognize 
the future economic benefits of increased fund assets. In considering this 
objection, AcSEC relied on the concept of neutrality cited above and notes that 
items are frequently treated differently for GAAP and regulatory purposes. 
Further, AcSEC believes that the benefits cited—lower expenses (on a pro rata 
per share basis) and increased cash flows that enhance investment strategy— 
do not meet the essential characteristic of an asset in paragraph 26 of FASB 
Concepts Statement No. 6, Elements of Financial Statements, that, "(a) it 
embodies a probable future benefit that involves a capacity, singly or in 
combination with other assets, to contribute directly or indirectly to future net 
cash inflows." 
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Glossary 
Board-contingent plan. A reimbursement 12b-1 plan that provides that, on 
the plan's termination, a fund's board of directors has the option, but not 
the requirement, to pay the distributor for any excess costs incurred by the 
distributor. 
Compensation plan. A plan that provides for a 12b-1 fee, payable by the fund, 
based on a percentage of the fund's average net assets. The 12b-1 fee may 
be more or less than the costs incurred by the distributor. 
Contingent-deferred sales load (CDSL or back-end load). A sales charge 
imposed directly on redeeming shareholders based on a percentage of the 
lesser of the redemption proceeds or original cost. The percentage may 
decrease or be eliminated based on the duration of share ownership 
(frequently decreases by one percent a year). 
Current shareholders. Shareholders of a fund, or a class of shares of a fund, 
at an evaluation or measurement date. Amounts attributable to current 
shareholders are based on shares outstanding at that date and do not 
include estimates of future reinvestments or other share purchases. 
Distribution costs. Costs, as defined in a distribution agreement between a 
distributor and a fund, incurred by a distributor in distributing a fund's 
shares. Such costs may include commission payments to sales repre-
sentatives, promotional materials, overhead allocations, and interest. 
Distributor. Usually the principal underwriter that sells the fund's capital 
shares by acting as an agent (intermediary between the fund and an 
independent dealer or the public) or as a principal, buying capital shares 
from the fund at net asset value and selling shares through dealers or to 
the public (see definition of underwriter in section 2(a)(40) of the Invest-
ment Company Act of 1940). 
Enhanced 12b-1 plan. A reimbursement 12b-1 plan that provides that, on 
termination of the plan, the fund is required to continue paying the 12b-1 
fee to the extent the distributor has excess costs. 
Excess costs. The cumulative distribution costs incurred by the distributor 
less the sum of (a) cumulative 12b-1 fees paid, (6) cumulative CDSL 
payments, and (c) future cumulative CDSL payments by current share-
holders, if reasonably estimable. 
Persistency. The length of time a shareholder owns shares of a particular fund 
or class of shares of a fund before redemption. 
Reimbursement plan. A plan that provides for a 12b-1 fee, payable by the 
fund, that may not exceed the lesser of an annual percentage of the fund's 
average net assets or actual costs incurred by the distributor net of CDSL 
received by the distributor. 
Traditional 12b-1 plan. A compensation or reimbursement plan pursuant to 
rule 270.12b-1 of the Investment Company Act of 1940 that permits the 
use of a fund's assets to pay distribution-related expenses under certain 
conditions. The 12b-1 fees under traditional 12b-1 plans are normally 
discontinued upon plan termination, but may continue to be paid after plan 
termination under a board-contingent plan (see above). 
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Appendix N 
Information Sources 
Further information on matters addressed in this Guide is available through 
various publications and services listed in the table that follows. Many non-
government and some government publications and services involve a charge 
or membership requirement. 
Fax services allow users to follow voice cues and request that selected 
documents be sent by fax machine. Some fax services require the user to call 
from the handset of the fax machine, others allow the user to call from any 
phone. Most fax services offer an index document, which lists titles and other 
information describing available documents. 
Electronic bulletin board services allow users to read, copy, and exchange 
information electronically. Most are available using a modem and standard 
communications software. Some bulletin board services are also available using 
one or more Internet protocols. 
Recorded announcements allow users to listen to announcements about a 
variety of recent or scheduled actions or meetings. 
All telephone numbers listed are voice lines, unless otherwise designated as 
fax (f) or data (d) lines. Required modem speeds, expressed in bauds per second 
(bps), are listed for data lines. 
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Appendix O 
Schedule of Changes Made to Audits of 
Investment Companies 
Reference 
General 
Preface 
Paragraph 1.05 
Paragraph 1.23 
Paragraph 1.38 
(footnote 12) 
Chapter 2 
Paragraph 2.80 
(footnote *) 
Paragraph 2.94 
Paragraph 2.127 
Paragraph 2.130 
Paragraph 2.131 
Renumbered 
paragraph 2.132 
Renumbered 
paragraphs 
2.132, 2.133, 
and 2.134 
Renumbered 
paragraph 2.134 
Renumbered 
paragraph 2.136 
Renumbered 
paragraphs 
2.151 and 2.152 
Change Date 
The term "examination" has been 
changed to "audit" to conform to the 
terminology used in SAS No. 58. October, 1990 
Conformed to the terminology used in 
SAS No. 58. April, 1992 
Footnote 2 regarding a proposed 
Statement of Position deleted. October, 1990 
Conformed to the terminology used in 
SAS No. 78. June, 1997 
Note reference to FASB Statement No. 
109 added. April, 1992 
Revised for the issuance of recently 
issued Statements of Position. October, 1994 
Added to reflect the issuance of FASB 
Statement No. 126. June, 1997 
Conformed to the terminology used in 
SAS No. 78. June, 1997 
Footnote regarding anticipated 
Statements on Auditing Standards 
deleted. October, 1990 
Conformed to the terminology used in 
SAS No. 78; Footnote 58 deleted. June, 1997 
Added to reflect the issuance of SAS 
No. 78; Subsequent paragraphs 
renumbered. June, 1997 
The second standard of fieldwork 
conformed to the current Codification 
of Statements on Auditing Standards. October, 1990 
Conformed to the terminology used in 
SAS No. 78. June, 1997 
Reference to SAS No. 70 added. April, 1992 
Conformed to the terminology used in 
SAS No. 78. June, 1997 
Conformed to the terminology used in 
SAS No. 55. April, 1992 
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Reference Change Date 
Renumbered 
paragraphs 
2.154 and 2.155 
Renumbered 
paragraph 
2.155 
Renumbered 
paragraph 
2.160 
Paragraph 3.25 
Paragraphs 
3.26, 3.27, 3.28, 
3.29, and 3.30 
Paragraphs 
3.31, 3.33, and 
3.43 
Paragraphs 
3.48—3.53 
Paragraphs 
3.48, 3.49, 3.50, 
3.51, and 3.52 
Chapter 4 
Chapter 6 
Paragraph 7.24 
Paragraph 8.06 
Paragraphs 
8.24 and 8.26 
Paragraph 9.03 
Paragraphs 
9.04 and 9.05 
Paragraphs 
9.06, 9.07 and 
9.08 
Paragraph 9.08 
Renumbered 
paragraph 9.08 
Conformed to the terminology used 
in SAS No. 78. June, 1997 
Paragraph updated to reflect the 
issuance of SAS No. 70. May, 1993 
Replaced to reflect the issuance of 
SAS No. 79. October, 1996 
Footnote regarding anticipated 
Statements on Auditing Standards 
deleted. October, 1990 
Conformed to the terminology used 
in SAS No. 78. June, 1997 
Conformed to the terminology used 
in SAS No. 55. April, 1992 
Replaced with paragraphs 3.48—3.54 
to reflect the issuance of SAS No. 70. May, 1993 
Conformed to the terminology used 
in SAS No. 78. June, 1997 
Revised to reflect adoption of new tax February, 1993, 
laws. October, 1994 
Revised for the issuance of recently 
issued Statements of Position. October, 1994 
Footnote regarding anticipated 
statements on Auditing Standards 
deleted. October, 1990 
Conformed to the terminology used 
in SAS No. 78. June, 1997 
Conformed to the terminology used 
in SAS No. 78. June, 1997 
Integrated from SOP 89-2; Note 
reference to FASB Statement No. 95 
added. October, 1990 
Integrated from SOP 89-2; 
Conformed to SAS No. 58. October, 1990 
Integrated from SOP 89-2. October, 1990 
Deleted to reflect the issuance of 
SAS No. 79; Subsequent paragraphs 
renumbered. October, 1996 
Integrated from SOP 89-2. October, 1990 
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Reference Change Date 
Renumbered 
paragraph 9.10 
Integrated from SOP 89-7. October, 1990 
Renumbered 
paragraph 9.10 
Conformed to the terminology used 
in SAS No. 78. June, 1997 
Renumbered 
paragraph 9.10 
(footnote *) 
Reference to SAS No. 78 modified. June, 1997 
Appendix B Revised to reflect the adoption of 
new tax laws. February, 1993 
Appendix B Revised. October, 1994 
Appendix C Revised to reflect the adoption of 
new tax laws. February, 1993 
Appendix C Modified for clarification. October, 1994 
Appendix F Conformed to the terminology used 
in SAS No. 55. April, 1992 
Appendix G SOP 89-2 added. April, 1992 
Appendix G Deleted; Previously incorporated 
into chapter 9. June, 1997 
Appendix H SOP 89-7 added. April, 1992 
Appendix H 
(footnote *) 
Reference to SAS No. 78 added. June, 1996 
Appendix H Deleted; Previously incorporated 
into chapter 9. June, 1997 
Appendix I SOP 93-1 added. April, 1993 
Appendix I 
(paragraphs 12 
and 58) 
Reference to SAS No. 11 changed to 
SAS No. 73; Note reference to the 
supersession of SAS No. 11 deleted. May, 1995 
Appendix J SOP 93-2 added. April, 1993 
Appendix K SOP 93-4 added. May, 1993 
Appendix L SOP 95-2 added. July, 1995 
Appendix M SOP 95-3 added. September, 1995 
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Glossary* 
accumulation plan. An investment plan under which an investor may regu-
larly buy specified minimum amounts of investment company shares. 
Dividends and distributions are usually reinvested automatically. Some-
times referred to as a systematic plan. (See contractual plan.) 
accumulation unit. The basic valuation unit of a deferred variable annuity. 
Such units are valued daily to reflect investment performance and the 
prorated daily deduction for expenses. 
ADR (American depository receipt). A certificate issued by an American 
bank to evidence ownership of original foreign shares. The certificate is 
transferable and can be traded. The original foreign stock certificate is 
deposited with a foreign branch or correspondent bank of the issuing 
American bank. 
adviser. See investment adviser. 
advisory and service fee (contract). The fee charged to an investment com-
pany by its investment adviser under a contract approved by vote of a 
majority of the company's shares. The fee is generally computed as a 
percentage of the average net assets, and may also provide for an additional 
bonus or penalty based on performance. (See incentive compensation.) 
affiliated company. Under sections 2(a)(2) and 2(a)(3) of the Investment 
Company Act of 1940, a company in which there is a direct or indirect (a) 
ownership, control of or voting power over 5 percent or more of the 
outstanding voting shares or (b) control of or by, or common control under, 
another company or persons. (See controlled affiliate.) 
amortized cost. A method of valuation, discussed in Rule 2a-7 of the 1940 Act, 
in which a portfolio security is carried at cost and interest, payable at 
maturity, and is accrued as income on a daily basis over the life of the 
instrument. 
annuity contract. A contract issued by an insurance company that provides 
payments for a specified period, such as for a specified number of years, or 
for life. (See variable annuity.) 
arbitrage. The simultaneous purchase and sale of the same (or equivalent or 
related) securities to take advantage of price differences prevailing in 
separate markets. The term is now vised widely in connection with concur-
rent purchases and sales of securities of proposed acquiring and acquired 
companies in pending tender offers and other acquisitions. 
asked price. A potential seller's lowest declared price for a security. 
balanced fund. An investment company that invests in varying proportions 
from time to time in equity and fixed income securities for growth and 
income. 
banker's acceptance. A time or sight draft drawn on a commercial bank by a 
borrower, usually in connection with a commercial transaction. The bor-
rower is liable for payment, as is the bank, which is the primary obligor, 
to pay the draft at its face amount on the maturity date. 
bid price. The highest declared price a potential buyer is willing to pay for a 
security at a particular time. 
* Note: Certain terms defined in the glossary but not used in the guide have been included 
because they are commonly used in the industry and may help the auditor. 
AAG-INV GLO 
270 Investment Companies 
Blue Sky laws. State laws governing the sale of securities, including mutual 
fund shares, and the activities of brokers and dealers within the particular 
state, and applicable also in interstate transactions having some substan-
tial connection with the state. 
bond discount. The difference between the face amount of a bond and the 
lower price paid by the buyer. 
bond fund. An investment company that invests principally in bonds. 
bond premium. The difference between the face amount of a bond and the 
higher price paid by a buyer. 
book shares. Investment company share ownership evidenced by records 
maintained by a transfer agent rather than by physical stock certificates. 
break point. A quantity .of securities purchased at which a lower sales charge 
takes effect; also, an aggregate amount of investment company assets in 
excess of which a lower rate of investment advisory fee is chargeable. 
broker. An agent, often himself or herself a member of a stock exchange firm 
or an exchange member, who executes orders to buy or sell securities or 
commodities and charges a commission. (See section 2(a)(b) of the 1940 
Act.) 
bunching. Grouping transactions in the same security for several investment 
clients of the same investment adviser to obtain the benefit of lower 
commission charges or other transaction costs. 
business development company (BDC). A company defined in section (a)(48) 
of the Investment Company Act of 1940 as a closed-end investment com-
pany that chooses to be treated as a BDC under the Act, and is operated 
for the purpose of making investments in eligible portfolio companies, 
follow-on investments in former eligible portfolio companies acquired by 
the company when the investee was an eligible portfolio company, and 
investments in certain bankrupt or insolvent companies. 
call option. A contract that entitles the holder to buy (call), at his or her option, 
a specified number of units of a particular security at a specified price at 
any time until the stated expiration date of the contract. The option, which 
is generally for a round lot amount and is transferable, is bought in the 
expectation of a price rise above the contract price. If the price rises, the 
buyer generally exercises or sells the option. If the price does not rise, the 
buyer lets the option expire and loses only the cost of the option. There is 
a listed as well as an over-the-counter market in options. During the 
existence of an over-the-counter option, the exercise price and underlying 
number of shares are adjusted on the expiration date for cash dividends, 
rights, and stock dividends or splits. 
capital gain dividend. A net long-term capital gain distribution as defined by 
the Internal Revenue Code. (See section 852(b)(3)(C) of the Code.) 
capital gain or loss. A profit or loss realized from the sale of capital assets, 
such as portfolio securities, as defined in section 1221 of the Internal 
Revenue Code. 
capital gains distribution. A dividend paid to investment company share-
holders as a result of net capital gains realized by a regulated investment 
company on the disposition of portfolio securities. (See section 19(b) and 
rules 19a-1 and 19b-1 of the 1940 Act.) 
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Chicago Board Options Exchange (CBOE). A national securities exchange, 
based in Chicago, that provides a continuous market for trading in put and 
call options. (Various other exchanges such as the American, Pacific, 
Philadelphia, and Baltimore and Washington Exchanges also provide such 
markets.) 
certificates of deposit. Generally, short-term, interest-bearing, negotiable 
certificates issued by commercial banks or by savings and loan associations 
against funds deposited in the issuing institution. 
churning. A process of executing unnecessary purchases and sales of portfolio 
securities to generate commissions, 
clearing agency. A central location at which security transactions of members 
are matched to determine the minimum quantities to be received or 
delivered. 
closed-end fund. An investment company having a fixed number of shares 
outstanding, which it does not stand ready to redeem. Its shares are traded 
similarly to those of other public corporations. (See section 5(a) of the 1940 
Act.) 
closed-up fund. An open-ended investment company that no longer offers its 
shares for sale to the general public but still stands ready to redeem its 
outstanding shares. 
collective (common) trust fund. An account maintained by the trust depart-
ment of a bank or trust company for the pooling of investment funds of its 
own trust account customers, exempt from the Investment Company Act 
under section 3(c)(3). 
commercial paper. Short-term, unsecured, promissory notes issued by corpo-
rations. Commercial paper is usually sold on a discount basis. (See section 
3(a)(3) of the Securities Act of 1933 and section 3(a)(10) of the Securities 
Exchange Act of 1934.) 
contango. An interest factor reflecting the excess of the future price of a 
commodity contract over the spot price. 
contingent deferred sales charge. A charge related to an issuer's payments 
for distribution pursuant to a rule 12b-1 plan. It is imposed only on 
redemption and may be reduced or eliminated as the duration of ownership 
continues. 
contractual plan. A type of accumulation plan under which the total intended 
investment is specified with provisions for periodic payments over a stated 
period. Such plans are sometimes called front-end load plans because a 
substantial portion of the sales charge applicable to the total investment 
is usually deducted from early payments. (See sections 2(a)(27) and 27 of 
the 1940 Act concerning periodic purchase plans.) 
control. Defined by section 2(a)(9) of the 1940 Act as the power to exercise 
(whether exercised or not) a controlling influence over the management or 
policies of a company, unless that power results solely from an official 
position with the company. 
controlled affiliate. Defined by the 1940 Act as a direct or indirect ownership 
of more than 25 percent of the outstanding voting securities of a company. 
Such control can be disclaimed. (See affi l iated company.) 
convertible securities. Securities carrying the right (either unqualified or 
under stated conditions) to exchange the security for other securities of the 
issuer or of another issuer. Most frequently applies to preferred stocks or 
bonds carrying the right to exchange for given amounts of common stock. 
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coupon stripping. Refers to the separation of interest coupons from the cor-
pus of a bearer bond. Before the enactment of the Tax Equity and Fiscal 
Responsibility Act of 1982 (TEFRA), bondholders could have argued that 
they were entitled to allocate all of their basis in the bond to the corpus 
and strip and sell the corpus while retaining the coupons and thus realize 
a substantial capital loss on the sale. Ordinary income on the coupons was 
reported as the coupons were redeemed. TEFRA requires bondholders to 
allocate their basis between the corpus and the coupons, thus making 
coupon stripping less attractive. 
CUSIP (number). A means of uniformly describing and identifying specific 
security issues in numeric form. Developed by the Committee on Uniform 
Security Identification Procedure. 
custodian. A bank, trust company, or, less frequently, a member of a national 
securities exchange, responsible for receiving delivery and for the safe-
keeping of an investment company's cash and securities. (See section 17(f) 
of the 1940 Act.) 
daily limits. Limits established by exchanges on fluctuations in prices of 
futures contracts (other than the current month's delivery contracts) 
during a trading session. 
dealer. A person or firm acting as a principal rather than as an agent in buying 
and selling securities. Mutual fund shares are usually sold through deal-
ers. (See section 2(a)(ll) of the 1940 Act.) 
declaration date. The day on which the board of directors or, if so authorized, 
a committee of the board decides on a distribution of cash or other specified 
assets to be paid at a specified future time to shareholders of record on a 
specified record date. The amount of distribution is usually specified on a 
per share basis, though investment company distributions are occasionally 
specified in an aggregate amount to assure the desired federal income tax 
consequence. 
deemed dividend. A dividend not paid in cash or other consideration. For a 
regulated investment company, the term is generally used in connection 
with net realized long-term capital gains that are retained undistributed, 
in whole or in part, by the regulated investment company and on which it 
pays the federal income tax on behalf of shareholders as a whole. Each 
shareholder reports his or her share of the deemed dividend as a long-term 
capital gain and receives a credit against his or her federal income tax 
liability for his or her share of the tax paid by the regulated investment 
company, as well as an increase in basis of those shares. (See designated 
capital gain.) 
deficiency dividend. A dividend paid by a regulated investment company to 
protect its special tax status on an increase in investment company taxable 
income, an increase in the excess of net capital gains over the deduction 
for capital gains dividends paid, or a decrease in the deduction for divi-
dends paid, determined by computing the investment company's taxable 
income after the end of the taxable year. (See rules 19b-1(a) and 19b-1(e) 
of the 1940 Act.) 
delayed delivery contract A transaction for which delivery and payment are 
longer than the usual regular-way transaction. 
depositor. A person, other than the trustee or custodian, who is primarily 
responsible for the organization of a unit investment trust that deposits 
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the portfolio with (that is, sells the portfolio to) the trustee and who has 
certain continuing responsibilities in administering the affairs of that 
trust. (See sections 17(a)(1)(C) and 26 of the 1940 Act.) 
designated capital gain. A term used by a regulated investment company to 
refer to its election to retain long-term capital gains realized during the 
year. (See deemed dividend.) 
distributions. Dividends paid from net investment income and realized capi-
tal gains. (See capital gains distribution and dividends.) 
distributor. Usually the principal underwriter who sells the mutual fund's 
capital shares by acting as an agent (intermediary between the fund and 
an independent dealer or the public) or as a principal, buying capital shares 
from the fund at net asset value and selling shares through dealers or to 
the public. (See definition of underwriter in section 2(a)(40) of the 1940 
Act.) 
diversification. Investing in more than one security issue to spread and 
reduce investment risks. 
diversified investment company. A management investment company hav-
ing at least 75 percent of its total assets in cash and cash items (including 
receivables), government securities, securities of other investment compa-
nies, and other securities limited to not more than 5 percent of its total 
assets in any one issuer and to not more than 10 percent of the voting 
securities of any one issuer in accordance with section 5(b)(1) of the 
Investment Company Act of 1940. 
dividends. Pro rata payments to shareholders from net investment income 
and realized capital gains. (See distributions.) 
dual purpose fund. A closed-end investment company with two classes of 
shares—income shares for those interested in income and capital shares 
for those interested in capital growth. 
due bill. A document passed between brokers or dealers stating that divi-
dends, rights to subscribe, stock dividends, and the like are the property 
of the holder of the due bill. 
eligible portfolio company. Defined by section 2(a)(46) of the 1940 Act as any 
U.S. organized company that is not itself an investment company and that 
(1) does not have a class of securities registered on a national securities 
exchange or eligible for margin purchase under Federal Reserve Board 
rules or (2) is actively controlled by a BDC, either alone or as part of a group 
acting together, and has an affiliate of the BDC on its board of directors. 
In most instances it must be a company to which the BDC extends 
significant managerial assistance, either through the exercise of control or 
through an arrangement whereby the BDC, acting through its directors, 
officers, and employees, provides significant guidance and counsel concern-
ing the management, operations, or business objectives and policies of the 
company. 
equalization. An accounting method used to prevent a dilution of the continu-
ing shareholders' per share equity in undistributed net investment income 
caused by the continuous sales and redemptions of capital shares. 
equity securities. A term referring to common and preferred stocks and 
debentures convertible into common stocks. 
eurodollar. U.S. dollars deposited in banks outside the United States. 
evaluator. Determines the daily or periodic value per unit. 
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ex-dividend or ex-distribution. Synonym for shares being traded without 
dividend or without capital gains distribution. The buyer of a stock selling 
ex-dividend does not acquire a right to receive a previously declared but 
not-yet-paid dividend. Dividends are payable on a fixed date to sharehold-
ers recorded on the stock transfer books of the disbursing company as of a 
previous date of record. (See record date.) For example, a dividend may 
be declared as payable to holders of record on the books of the disbursing 
company on a given Friday. Because five business days are allowed for 
delivery of the security in regular-way transactions on a stock exchange or 
over-the-counter, the exchange or the NASD declares the stock ex-dividend 
as of the opening of the market on the preceding Monday or on one business 
day earlier for each intervening nontrading day. Therefore, anyone buying 
the stock on and after Monday is not entitled to the dividend. In the case 
of nontraded shares of mutual funds, the ex-dividend date is the same as 
the record date. 
exempt securities. Securities exempted from registration under the provi-
sions of the Securities Act of 1933 or the Securities Exchange Act of 1934, 
other than by action of the SEC. 
expense limitation. A contractual provision between an investment company 
and its investment adviser, in which the adviser agrees to limit its advisory 
fee or the total expenses of the company to an amount that is usually based 
on a stipulated relationship between total expenses and average net assets. 
An expense limitation may also be a similar limitation on the investment 
advisory fee imposed by a Blue Sky statute of a state in which the 
investment company's shares are sold. 
ex-rights. Similar to ex-dividend. The buyer of a stock selling ex-rights is not 
entitled to a rights distribution. 
ex-warrants. Stocks or bonds trading without attached warrants, entitling 
holders to subscribe to additional shares within specified periods and at 
specified prices. 
face amount certifícate company. An investment company, as defined by 
section 28 of the 1940 Act, that issues installment-type certificates as 
defined by section 2(a)(15) of the 1940 Act. 
fail to deliver. Securities that the selling broker or other financial institution 
has not delivered to the buyer at the settlement or clearance date. 
fail to receive. Securities that the buying broker or a financial institution has 
not received from the seller at the settlement or clearance date. 
fair value. An estimated value determined in good faith by the board of 
directors under the Investment Company Act of 1940 for securities and 
assets and having no readily available market quotation. (See section 
2(a)(41).) 
financial reporting releases. The SEC's published views and interpretations 
on matters dealing with financial reporting, auditing, and independence. 
The publications supplement the rules in Regulations S-X and S-K. 
fixed income security. A preferred stock or debt security with a stated per-
centage or dollar income return. 
flat. A method of trading in certain types of bonds, usually income bonds that 
do not pay interest unless it has been earned and declared payable or bonds 
on which the issuing corporation has defaulted in paying interest. The sel-
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ler of a bond trading flat is not entitled to receive the interest that has 
accrued since the date of the last interest payment and delivers the bond 
with all unpaid coupons attached or a due bill authorizing the buyer to 
collect interest, if any, which may be paid by the issuing corporation in the 
future. 
forward exchange contract. An agreement to exchange currencies of differ-
ent countries at a specified future date at a specified rate (the forward rate). 
Unlike a securities futures contract, the terms of a forward contract are 
not standardized. 
forward placement commitment contract. An over-the-counter contract for 
delayed delivery of securities in which the buyer agrees to buy and the 
seller agrees to deliver a specified security at a specified price at a specified 
future date. 
forward pricing. The pricing of mutual fund shares for sale, repurchase, or 
redemption at a price next computed after an order has been received. 
Mutual fund shares are usually priced once or twice a day. 
fractional share. A portion of a full share of stock. 
front-end load plan. See contractual plan. 
futures contract. A transferable agreement to deliver or receive during a 
specific future month a standardized amount of a commodity of stand-
ardized minimum grade or a financial instrument of standardized specifi-
cation under terms and conditions established by the federally designated 
contract market. 
growth fund. An investment company investing primarily or entirely in 
growth industry securities, emphasizing future capital appreciation over 
current yield. 
growth stock. The stock of a company whose earnings are expected to increase 
and to result in raising the market value of the stock. Growth stock 
companies generally reinvest a substantial amount of their earnings rather 
than pay them out in cash dividends. 
guaranteed securities. Bonds or stocks for which payment of interest or 
dividends is guaranteed by a company other than the issuing company. 
The guarantee for bonds may also include the payment of principal. 
handshake date. The date on which a price and other general terms are 
determined, usually used for restricted securities acquired by an invest-
ment company. 
hedge fund. An investment company seeking to minimize market risks by 
holding securities believed likely to increase in value and at the same time 
being short in securities believed likely to decrease in value. The only 
objective is capital appreciation. 
hedging. A means of risk protection against extensive loss due to adverse price 
fluctuations by buying or selling a futures contract or option to offset a 
present or anticipated position or transaction in the cash market. 
holder of record. The party listed as the registered owner on the transfer 
records of a corporation. 
inadvertent investment company. An industrial or service company deemed 
to be an investment company because it inadvertently meets the criteria 
of section 3(a) of the Investment Company Act of 1940 and must register 
under that act and comply with its provisions. 
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incentive compensation. A fee paid to an investment company's adviser that 
generally consists of a basic fee plus a bonus (or less a penalty) if the fund's 
performance exceeds (or fails to match) that of a specified stock index. (See 
section 205 of the Investment Advisers Act of 1940.) 
income fund. An investment company whose prime aim is to maximize income 
and that invests substantially in high-yield common and preferred stocks 
and debt securities. 
initial margin deposit. A commodity transaction term, meaning the amount 
of money or its equivalent, specified by the commodity exchange under 
which the contract is traded, that is held as a good faith deposit to make 
sure that the customer meets the variation margin requirement. Mainte-
nance margin refers to additional deposits. (See margin, a securities 
transaction term.) 
interest method. A method of amortizing discount or premium on debt that 
results in a constant rate of interest on the sum of the face amount of debt 
and the unamortized premium or discount at the beginning of each period. 
interested person. Under section 2(a)(19) of the 1940 Act, a person affiliated 
with an investment company; a member of his or her immediate family (as 
defined); a person affiliated with the company's investment adviser or 
principal underwriter; an investment company's legal counsel; any broker 
or dealer or its affiliated persons; and any other person as so determined 
administratively by the SEC based on relationships. 
investment adviser (manager). Under section 2(a)(20) of the 1940 Act, a 
company providing investment advice, research, and often administrative 
and similar services for a contractually agreed-on fee, generally based on 
a percentage of net assets. 
Investment Advisers Act of 1940. Provides for the registration and regula-
tion of most persons who render investment advice to individuals or 
institutions, including investment companies, for compensation. 
investment advisory agreement. An agreement between an investment com-
pany and an investment manager, engaging the investment manager to 
provide investment advice to the investment company for a fee. (See 
sections 15(a), 15(c), and 36(b) of the 1940 Act.) 
investment company.* A company, as defined in section 3(a) of the Invest-
ment Company Act of 1940, primarily investing, reinvesting, or trading in 
securities (section 3(a)(1)), issuing face-amount certificates (section 
3(a)(2)), or engaged in investing and owning investment securities, other 
than government securities, that have a value exceeding 40 percent of the 
company's total assets (section 3(a)(3)), with some exceptions to the latter 
(stated in section 3(b)). 
Investment Company Act of 1940. Provides for the registration and regula-
tion of investment companies. 
investment company trade associations. Such associations as the Invest-
ment Company Institute (ICI), the No-Load Mutual Fund Association, the 
National Association of Small Business Investment Companies (NASBIC), 
and the Association of Publicly Traded Investment Funds (composed of 
closed-end companies). 
The term as used in this guide, also refers to investment companies that are not registered 
under the Investment Company Act of 1940. 
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investment partnership. A partnership, usually a limited partnership, or-
ganized under state law to invest and trade in securities. 
letter of intent. An agreement by which a shareholder agrees to buy a speci-
fied dollar amount of mutual fund shares, usually over thirteen months, 
in return for a reduction in the sales charge applicable to a comparable 
lump sum purchase. 
letter stock. See restricted security. 
listed security. A security listed and traded on a stock exchange. 
load. See sales charge. 
long. Denotes ownership or right to possession of securities. 
management (investment) company. Under section 4(3) of the Investment 
Company Act of 1940, any investment company, other than a face amount 
certificate company (as defined in section 4(1)) or a unit investment trust 
(as defined in section 4(2)). Management company is sometimes used to 
refer to the investment adviser of an investment company. 
management fee. An amount charged by an investment adviser under a 
contract approved by the holders of a majority of the investment company's 
outstanding shares. The fee is generally computed as a fixed or reducing 
percentage of the average net assets and may also provide for an additional 
bonus (or penalty) based on performance. (See incentive compensation.) 
margin. A securities transaction term, meaning the amount of money or its 
equivalent, specified by the Board of Governors of the Federal Reserve 
System, that a customer must deposit with a broker in a securities trans-
action on margin. (See initial margin deposit, a commodity transaction 
term.) 
margin accounts. A means of leveraging offered by security brokers or dealers 
to permit their customers to buy securities in part with borrowed funds. 
The difference between the price of a security and equity provided by the 
customer is loaned by the broker or dealer to the customer. 
mark to market. A procedure to adjust the carrying value of a security, option, 
or futures contract to current value. 
market price. Usually the last reported price at which a security has been 
sold, or if the security was not traded or if trading prices are not reported, 
a price arrived at based on recent bid and asked prices. 
matrix pricing. A statistical technique used to value normal institutional size 
trading units of debt securities without relying exclusively on quoted 
prices. Factors such as the issue's coupon or stated interest rate, maturity, 
rating, and quoted prices of similar issues are considered in developing the 
issue's current market yield. (See fair value.) 
money market fund. A mutual fund whose investments are primarily or 
exclusively in short-term debt securities designed to maximize current 
income with liquidity and capital preservation, usually maintaining per 
share net asset value at a constant amount, such as one dollar. 
municipal bond fund. An investment company whose shares represent hold-
ings solely or largely of securities on which interest is exempt from federal 
income taxes. 
mutual fund. The popular name for an open-end management investment 
company. (See open-end investment company.) 
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NASD (National Association of Securities Dealers, Inc.). An association of 
brokers or dealers, registered as such under section 15A of the Securities 
Exchange Act, that supervises and regulates trading conducted by its 
members who do business in the over-the-counter market. 
NASDAQ. An electronic quotation system for over-the-counter securities spon-
sored by the NASD, which, in the case of securities traded on the NASD 
National Market System, reports prices and shares or units of securities 
trades in addition to other reported market information. 
net assets. The term used by an investment company to designate the excess 
of the value of securities owned, cash, receivables, and other assets over 
the liabilities of the company. 
net asset value per share. The value per share of outstanding capital stock of 
an investment company, computed (usually daily by mutual funds) by 
dividing net assets by the total number of shares outstanding. (See rule 
2a-4 of the Investment Company Act of 1940.) 
no-load fund. A mutual fund selling its shares at net asset value without 
adding sales charges, although some such funds have rule 12b-1 plans 
permitting payment of distribution expenses with fund assets, with an 
effect similar to that of a deferred sales load over a period subsequent to 
sale of shares. Investors generally deal directly with the fund, not through 
an investment dealer or broker. 
nominee. An entity, usually a partnership, in whose name a security may be 
registered. That entity is not the true owner. (See street name.) 
nondiversified investment company. A management investment company 
other than a diversified company, as defined in section 5(b) of the Invest-
ment Company Act of 1940. 
odd lot. Usually a quantity of securities that is less than an even 100 shares 
or less than the established trading unit of that security in a particular 
securities market. 
offering price. The price at which mutual fund shares or investment trust 
units can be bought, often equaling net asset value plus a load. 
offshore fund. An investment company organized outside the United States, 
whose shares are offered solely to foreign investors. 
open contract. An unperformed or unsettled contract. May be used in refer-
ring to new issues traded "when, as, and if issued" or in referring to 
commodity futures trading. The term is used to designate contracts that 
have been bought or sold, are still outstanding, or have been delivered or 
offset. 
open-end investment company. A mutual fund that is ready to redeem its 
shares at any time and that usually offers its shares for sale to the public 
continuously. (See section 5(a)(1) of the Investment Company Act of 1940.) 
optional dividend. A dividend payable in either stock or cash at the option of 
the holder of record. 
original issue discount. A federal income tax term for interest to the holder 
of a bond that represents the difference between the face amount of a bond 
and its original sales price. 
OTC (over-the-counter). A market for securities of companies not listed on a 
stock exchange and traded mainly by electronic communications such as 
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NASDAQ or by phone between brokers and dealers who act as principals 
or brokers for customers and who may or may not be members of a 
securities exchange. The over-the-counter market is the principal market 
for U.S. government bonds and municipal securities. 
passed dividend. (Sometimes called an omitted dividend.) A regular dividend 
that has not been declared by the directors of a corporation. 
payable date. The date on which a dividend is payable to holders of record on 
some previous record date. 
P.E. ratio. Abbreviation for price earnings ratio. The market value of a share 
of stock divided by its earnings per share. 
performance fee. See incentive compensation. 
periodic payment plan. See accumulation plan and sections 2(a)(27) and 
27 of the Investment Company Act of 1940. 
personal holding company. An income tax term, generally defined as a cor-
poration of which 60 percent of adjusted ordinary gross income is personal 
holding company income, as defined in the Internal Revenue Code, and 
more than 50 percent in value of its outstanding stock is owned by five or 
fewer individuals during the last half of the taxable year. 
pink sheets. A listing of over-the-counter securities published on pink paper 
by the National Quotation Bureau. It shows the most recent bid and asked 
prices for the securities listed, as well as the brokers and dealers making 
a market in those securities. Though pink paper is used for stock quota-
tions, the term also applies to listings of bond quotations and the like, 
which are printed on papers of different color. 
point. A rise or decline of one dollar per share, used to refer to the purchase 
or sale of stocks. If used for the purchase or sale of bonds, the term means 
a rise or decline of $10 per $1000 principal amount. A basis point is one 
hundredth of one percent of the principal amount. 
portfolio. Securities owned by an investment company or other investor in 
securities. 
portfolio turnover rate. A measure of portfolio activity, generally calculated 
for an investment company by dividing the lesser of purchases or sales of 
securities, excluding securities having maturity dates at acquisition of one 
year or less, by the average value of the portfolio securities held during the 
period. (See Form N-SAR, instructions to item 11, and Forms N-1A and 
N-2, in both cases in item 3, instruction 12.) 
premium on redemptions (repurchases). See redemption (repurchase) 
fee (or charge.) 
price make-up sheet. A detailed computation of the net asset value of a 
mutual fund. 
principal. A person, especially a dealer, who buys or sells securities for his or 
her own account. Also refers to the face amount of a security without 
accrued interest. 
principal underwriter. See distributor and definition of underwriter in sec-
tion 2(a)(40) of the Investment Company Act of 1940. 
private placement. The direct sale of a block of securities of a new or secon-
dary issue to a single investor or group of investors. The sale or placement 
is usually made through an investment banker and the securities' public 
resale restricted if they are not registered under the Securities Act of 1933. 
(See restricted security.) 
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prospectus. A circular required by the Securities Act of 1933 describing 
securities being offered for sale to the public. (See section 2(a)(31) of the 
Investment Company Act of 1940.) 
proxy. A person authorized to vote the shares of an absent shareholder at a 
meeting of shareholders. Also refers to the written authorization given to 
that person. (See section 20(a) of the Investment Company Act of 1940.) 
proxy statement. A publication sent to stockholders by a board of directors, 
or its adversaries, or others, usually containing financial reports (for 
merger and other financial proposals), stockholders' meeting notices, and 
voting information on certain matters to solicit proxies from the holders. 
(See rules 20a-1, 20a-2, and 20a-3 under the Investment Company Act of 
1940, and regulation 14A under the Securities Exchange Act of 1934.) 
put option. A contract entitling the holder to sell (put), entirely at his or her 
option, a specified number of shares or units of a particular security at a 
specified price at any time until the contract's stated expiration date. The 
option, which is generally for a round lot and is transferable, is bought 
expecting the price to decline below the contract price. If the price declines, 
the buyer generally exercises or sells the option. If the price does not 
decline, the buyer lets the option expire and loses only the cost of the option. 
There are both listed and over-the-counter markets in options. The exercise 
price and number of shares of an over-the-counter option are adjusted on 
the ex-date for cash dividends, rights, and stock dividends or splits. 
realized gain or loss. See capital gain or loss. 
record-keeping agent. An outside service bureau, bank, or other agency en-
gaged by an investment company to maintain records of purchases and 
sales of investments, sales and redemptions of fund shares, and sharehold-
ers' account statements. 
record date. The date on which an owner of a share of stock must be registered 
on the books of a company as a shareholder to receive a declared dividend 
or, among other things, to vote on company affairs. 
redemption. A stockholder's tender of investment company shares to the 
company or person designated by the company, requiring liquidation of 
such shares in exchange for proceeds, usually in cash, representing the net 
asset value of the shares tendered, occasionally less a redemption fee. (See 
section 2(a)(32) of the Investment Company Act of 1940.) 
redemption in kind. Redemption of investment company shares by payment 
in portfolio securities, not cash. Permissible in certain circumstances for 
many mutual funds and tax-free exchange funds. (See rule 18f-1 under the 
Investment Company Act of 1940.) 
redemption or repurchase price. The price, generally net asset value, occa-
sionally less a redemption fee, at which a share of a mutual fund is 
redeemed or repurchased. (See section 2(a)(32) of the 1940 Act.) The term 
is used in paragraph 3.07. 
redemption (repurchase) fee (or charge). A percentage of net asset value 
that may be charged to the investor on redemptions or repurchases of an 
open-end investment company's shares. (See section 10(d)(4) of the Invest-
ment Company Act of 1940.) 
registered bond. A long-term debt instrument registered on the books of the 
issuing company in the owner's name, sometimes a debenture, if unsecured, 
or a note if short-or intermediate-term. 
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registered investment company. An investment company that has filed a 
registration statement with the SEC as an investment company in accord-
ance with requirements of the Investment Company Act of 1940. 
registered owner. The owner of a security whose name is recorded on the face 
of the certificate and on the books of the issuing corporation or its agent. 
registrar. Usually a banking institution that countersigns stock certificates 
and is responsible for preventing the issuance of more stock than that 
authorized by the board of directors and the charter of the issuing company. 
(See transfer agent.) 
registration of transfer. Usually refers to the act of recording a transfer of 
ownership of registered securities on the transfer books of the issuing 
corporation, and issuing new certificates to the new registered owner. It is 
not part of the transfer itself. (See transfer.) 
regular-way transaction. Delivery of securities (other than U.S. government) 
and payment to the buying broker or dealer by the selling broker or dealer 
on the fifth business day after the transaction, unless otherwise specified. 
The delivery day for government bonds is the first business day following 
the transaction. 
regulated investment company. An investment company that qualifies for 
the special tax treatment provided for by subchapter M of the Internal 
Revenue Code. 
Regulation S-X. Accounting rules for form and content of financial statements 
and schedules required under the Securities Act of 1933, the Securities 
Exchange Act of 1934, the Public Utility Holding Company Act of 1940, 
and the Energy Policy and Conservation Act of 1975. Article 6 applies to 
financial statements, and specified rules in article 12 apply to financial 
schedules, of investment companies. 
releases. Papers issued by the SEC under each of the acts it administers. 
repurchase. Liquidation of investment company shares through a principal 
underwriter or a broker-dealer on behalf of shareholders, sometimes for a 
purchase or service charge or a brokerage commission. 
repurchase agreement. An agreement under which an investment company 
pays for and receives (purchases) securities from a seller who agrees to 
repurchase them within a specified time at a specified price. A repurchase 
agreement is known on the side of a selling broker-dealer or other seller 
as a reverse repurchase agreement. 
restricted security. A portfolio security that may be sold privately, but that 
is required to be registered with the SEC or to be exempted from such 
registration before it may be sold in a public distribution. A private 
placement stock is frequently referred to as letter stock. 
return. See yield. 
reverse repurchase agreement. An agreement under which the investment 
company transfers (sells) securities for cash to another party (purchaser), 
usually a broker, and agrees to repurchase them within a specified time at 
a specified price. A reverse repurchase agreement is known in the broker-
dealer industry as a repurchase agreement. 
reverse split. A pro rata combination of shares into a smaller number. Oppo-
site of stock split. 
right. A privilege offered by a corporation to its shareholders pro rata to 
subscribe to a certain security at a specified price. 
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right of accumulation. A method permitting aggregation of shares being ac-
quired with shares previously acquired and currently owned to qualify for 
a quantity discount that reduces the sales charge on a single purchase. 
round lot. A unit of trading or a multiple of it. On the New York Stock 
Exchange the unit of trading is generally 100 shares in stocks and $1000 
par value in bonds. 
round turn. A purchase and a subsequent sale or a sale and a subsequent 
purchase of a futures contract. 
rule 12b-1. A rule under section 12 of the Investment Company Act of 1940 
that permits the use of a fund's assets to pay distribution-related expenses 
under conditions prescribed therein. 
sale against the box. Similar to a short sale, except that the seller already 
owns the stock being sold but keeps possession of it and therefore has to 
borrow the equivalent stock to deliver to the purchaser. 
sales charge. An amount providing for the underwriter's and dealer's commis-
sion that is generally added to the net asset value of an open-end invest-
ment company's shares in computing the offering price; generally, stated 
as a percentage of the offering price. A sales charge can also be imposed on 
redemption. 
scrip. A certificate issued to a corporation's stockholders, which may be ex-
changed by a fixed date for fractional shares of stock or equivalent cash. 
Usually issued with a stock dividend or a stock split. 
Securities Act of 1933. Regulates the contents of prospectuses and similar 
documents and is intended to assure that potential investors receive 
adequate information to make reasonably informed investment decisions. 
Securities and Exchange Commission (SEC). An agency established by 
Congress to administer federal securities laws. 
Securities Exchange Act of 1934. Regulates securities brokers and dealers, 
stock exchanges, and the trading of securities in the securities markets. 
seed money. An initial amount of capital contributed to a company at its 
inception. (See section 14(a) of the Investment Company Act of 1940.) 
seller's option. A transaction that by agreement is to be settled at a date later 
than the usual regular-way transaction. 
self-issued security. A term used in connection with stock index contracts to 
indicate that an instrument is an investment in the entity writing the 
option (for example, an exchange), in contrast to a narrow-based stock 
index instrument, which is considered to be an investment in each of the 
underlying securities constituting the index. 
selling group. A group of brokers or dealers that have formed several accounts 
for the sale of securities, usually for an underwriting. 
separate account. An account established and maintained by an insurance 
company that holds particular assets allocated to that account, and is 
credited or charged with income, gains, or losses from these assets sepa-
rately from income, gains, or losses of the insurance company's corporate 
or other accounts. Sometimes referred to as a variable account, a separate 
account funds variable annuities or variable life insurance policies. Even 
though it is not an entity but is only an account within the insurance 
company, it may be an investment company within the meaning of the 1940 
Act. (See section 2(a)(37) of the Investment Company Act of 1940.) 
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series fund. An investment company that offers multiple segregated portfolios 
and classes of common stock. (See rule 6-03(j) of Regulation S-X.) 
settlement date. The date on which security transactions are settled by deliv-
ering or receiving securities and receiving or paying cash pursuant to an 
earlier agreement of purchase and sale called a trade. (See trade date.) 
short. A stock record position representing the physical location of a security 
(such as box, transfer, and so forth), or meaning that the security is due 
from others (such as failed-to-receive, or owed to the brokerage concern by 
a customer on account of a short sale). 
short sale. A sale of securities not owned at the time of sale anticipating the 
price to fall and the securities to be repurchased at a profit. A person selling 
short borrows equivalent securities to deliver to the buyer and eventually 
buys the securities to return to the lender. 
SIPC (Securities Investor Protection Corporation). A federal corporation 
established under the Securities Investor Protection Act that provides 
insurance against loss by customers of brokers or dealers who are in 
financial difficulty. 
Small Business Administration (SBA). An agency established by Congress 
to administer the Small Business Investment Company Act of 1958. 
Small Business Incentive Act of 1980. Amends the Investment Company Act 
of 1940 by, among other things, allowing closed-end companies to elect to 
be regulated as business development companies under the newly enacted 
section 2(a)(48) and sections 54-65 of the 1940 Act. (See business devel-
opment company.) 
Small Business Investment Act of 1958. Authorizes the SBA to provide gov-
ernment funds to small business investment companies licensed under 
that act. 
small business investment company (SBIC). An investment company, reg-
istered under the Small Business Investment Company Act of 1958, that 
is established to provide capital to small business enterprises. 
spot commodity. A contract for the delivery of a commodity. The commodity 
is evidenced by a warehouse receipt. 
spread. A combination of a put and call option at different prices, one below 
and the other above the current market price. Also refers to the difference 
between the bid and asked prices of a security and to the dealer's commis-
sion on a security offering. 
standby commitment. An agreement to accept future delivery of a security at 
a guaranteed price of fixed yield on exercise of an option held by the other 
party to the agreement. 
stock dividend. A dividend payable in the stock of the issuing corporation. 
stock split. An increase in the number of outstanding shares of a company's 
stock to decrease the market price and thus allow for greater distribution 
of the shares. For example, ownership of two shares for each share pre-
viously held tends to reduce the price of each share by approximately half, 
assuming no other concurrent changes, such as in the rate of dividend. 
stockholder of record. A stockholder whose name is registered on the stock 
transfer books of the issuing corporation. 
stop order. An order used by a customer to protect a paper profit in a security 
or to keep down a possible loss in a security. The stop order becomes a 
market order when the price of the security reaches or sells through the 
price specified by the customer. Also called a stop loss order. 
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straddle. A combination of one put and one call option, identical to the security 
issue, number of shares, exercise price, and expiration date. 
strap. A combination of two call options and one put option for the same 
security issue. 
street name. Securities held in the name of a brokerage concern (a type of 
nominee) instead of in customers' names. (See nominee.) 
strip. A combination of two put options and one call option for the same 
security issue. 
swap fund. See tax-free exchange fund. 
syndicate. A group of brokers or dealers who together underwrite and distrib-
ute new issues of securities or large blocks of an outstanding issue. 
tax-exempt fund. See municipal bond fund. 
tax-free exchange fund. An investment company organized between 1960 
and 1967 to allow investors who are holding individual securities selling 
at appreciated prices to exchange such securities, without payment of 
capital gains tax, for shares of the fund. Unless new legislation is enacted 
by Congress, no additional funds of this type can be created. 
tender offer. A public offer to buy from stockholders not less than a specified 
number of shares of stock at a fixed price, usually in an attempt to gain 
control of the issuing company. 
ticker. An instrument that prints the price and quantity of a security traded 
on an exchange within minutes after the trade has been executed. 
trade. An agreement of purchase and sale in a securities market, to be settled 
or performed by payment and delivery on a later settlement date. 
trade date. The date a security transaction is actually entered into, to be 
settled on a later settlement date. 
trading unit. The unit by which the security is traded on the exchange, usually 
one hundred shares of stock or $1000 principal amount of bonds. Also called 
a round lot. 
transfer. A change of ownership of a security by delivery of certificates for the 
security in a sale (against payment of the purchase price in a securities 
market sale), or by gift, pledge, or other disposition. A subsequent regis-
tration of the transfer in the securities transfer records of the issuer is not 
a part of the transfer itself. 
transfer agent. An agent who keeps records of the names of the company's 
registered shareholders, their addresses, and the number of shares they 
own. The agent must be sure that certificates presented to the office for 
transfer are canceled and that new certificates are issued in the name of 
the transferee. (See registrar.) 
undertaking. An agreement between a registrant and the SEC staff (or Blue 
Sky administrator) in connection with the filing of a registration state-
ment, whereby the registrant agrees to take a future action requested by 
the staff but not otherwise necessarily or expressly required by the secu-
rities' statutes, but (in a federal registration) that may be required by SEC 
rules, or by SEC forms that have the same legal status as the rules by which 
they were adopted. 
underwriting. The act of distributing a new issue of securities or a large block 
of issued securities—that is, a secondary offering, commonly including an 
obligation to purchase the underwritten securities, regardless of whether 
they can be resold to others. 
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unit investment trust. An investment company, organized under a trust in-
denture, that issues only redeemable securities, each of which represents 
an undivided interest in a unit of specified (usually unmanaged) securities. 
(See section 26 of the Investment Company Act of 1940.) 
unlisted security. A security that is not listed on a securities exchange. (See 
over-the-counter.) 
unrealized appreciation or depreciation. The excess (appreciation) or defi-
ciency (depreciation) of the value of securities over (under) their cost. 
unregistered securities. Securities that are not registered under the 1933 
Act. 
value. The market price or fair value of securities. (See fair value. See also 
rule 2a-4 of the Investment Act of 1940.) 
variable annuity. An annuity having a provision for the accumulation of an 
account value, for benefit payments, or both, that vary according to the 
investment experience of the separate account to which the amounts paid 
for the annuity are allocated. 
variation margin. A term used in commodity operations. Refers to last-day 
point fluctuation—a difference between the settling price of the day before 
and the last day's settling price—on net positions long and short. 
venture capital investment company. A closed-end investment company 
whose primary investment objective is capital growth and whose capital is 
usually invested wholly or largely in restricted securities in negotiated 
transactions to form or develop companies with new ideas, products, or 
processes. 
warrant. A type of option to purchase additional securities from the issuer. 
Commonly affixed to the certificates for other securities at the time when 
the combined securities units are originally issued, and usually separable, 
sometimes on and after a subsequent date. Also, a document evidencing 
options to purchase shares. For example, a warrant to purchase 125 shares. 
wash sale. A sale of stock or other securities in which a taxpayer has acquired 
or entered a contract or option to acquire substantially identical stock or 
other securities within a period beginning thirty days before and ending 
thirty days after the date of the sale (a sixty-one day period). A loss 
resulting from such a sale is not deductible for federal income tax purposes, 
but a gain is taxable. (See section 1091 of Internal Revenue Code.) 
when-distributed. Refers to the distribution of new securities, transactions 
for which are sometimes entered into before the securities are distributed. 
when-issued. A short form for when, as, and if issued. The term indicates a 
conditional transaction in a security authorized for issuance but not yet 
actually issued. All such transactions are settled if and when the actual 
security is issued and the exchange or National Association of Securities 
Dealers rules that the transactions are to be settled. 
yield. The return on investment that an investor receives from dividends or 
interest expressed as a percentage of the current market price of the 
security or, if the investor already owns the security, of the price paid. The 
return on stocks is usually computed by dividing the total dividends paid 
in the past calendar year by the price of the stock. The return on bonds is 
computed by dividing the interest by the price of the bond. 
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yield to maturity. The rate of return on a debt security held to maturity, 
giving effect to the stated interest rate, accrual of discount, and amortiza-
tion of premium. 
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Would you like additional copies of the Investment Companies Audit & Accounting 
Guide? 
Would you like to receive automatically every annual update of this guide 
immediately upon its release? 
Call the AICPA Order Department at 1-800-862-4272 to order additional copies or 
to place your standing order. 
Other Related AICPA Publications 
1996/97 Investment Companies Audit Risk Alert (ARA) 
The Investment Companies ARA reminds you of the effect that current economic, reg-
ulatory, and professional developments can have on the audits you perform. The ARA 
will increase the efficiency of your audit planning process by giving you concise, rel-
evant information that shows how current developments may impact your clients and 
your audits. It will also help you to control audit risk by highlighting important mat-
ters requiring special audit considerations. 
No. 022184BJ $9.95 for members, $11.50 for nonmembers 
The 1997/98 edition will be available in the fall of 1997. 
1997 Audit and Accounting Guides 
Audit and Accounting Guides summarize applicable practices and deliver "how-to" 
advice for handling almost every type of financial statement. Each guide describes 
relevant matters, conditions, and procedures unique to a particular industry, and 
illustrates treatments of financial statements and reports to caution auditors and 
accountants about unusual problems. 
The following Audit and Accounting Guides are scheduled for release during the sum-
mer of 1997. Each will be $31 for AICPA members and $37 for nonmembers. 
Guide for the Use of Real Estate Appraisal Information No. 013159BJ 
Guide for Prospective Financial Information No. 012067BJ 
Audits of Agricultural Producers and Agricultural Cooperatives No. 012352BJ 
Audits of Airlines No. 013180BJ 
Banks and Savings Institutions No. 011176BJ 
Brokers and Dealers in Securities No. 012179BJ 
Audits of Casinos No. 013147BJ 
Common Interest Realty Associations No. 012485BJ 
Construction Contractors No. 012093BJ 
Audits of Credit Unions No. 012045BJ 
Audits of Employee Benefit Plans No. 012336BJ 
Audits of Entities With Oil and Gas Producing Activities No. 012088BJ 
Audits of Federal Government Contractors No. 012435BJ 
Audits of Finance Companies No. 012463BJ 
Health Care Organizations No. 012428BJ 
Audits of Investment Companies No. 012361BJ 
Not-for-Profit Organizations No. 013167BJ 
Audits of Property and Liability Insurance Companies No. 011918BJ 
Call 1-800-862-4272 to order any of these products. 
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